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T he oBjEcnvE of the present text is to give the student a compre- 
hensive introduction to modem economic life. In .seeking this 
goal, an effort is made to achieve a proper balance between 
analysis and description. On the one hand, it is necessary to present 
in an adequate manner the facts and institutions of economic society, 
Such knowledge cannot, as a mle, be taken for granted. In most cases, 
neither previous training nor knowledge acquir^ outside of sdiool has 
given the student a full and balanced appraisal of die world of finance, 
commerce, industry, and agriculture. Normally the beginner knows 
from personal experience something of the problems found in one or 
other of these broad categories. His knowledge of the rest Ls eidier 
deficient or oriented exclusively to his own background interests. Ac- 
cordingly, one of the major aims of the present text is to give infor- 
mation and perspective in regard to significant economic activities. 

On the other hand, facts without analysis become meaningless. It is 
not enou^ to know htm die economic system works; it is vital that 
some understanding be had as to why it behaves in a given manner. 
Unless a student appreciates the importance of economic law, he is 
tempted either to blind conservatism or wild and pragmatic expori- 
mentaHsm, as his temperament and background dictate. He may feol 
that the status quo is unchangeable or, conversely, he may sponsor 
projects on humanitarian grounds, without any real ba.sis for judgment 
on their economic feasibility. Such emotiond approaches rt*ndci‘ no 
lasting service to the cause which occasions them. Their ultimate ef- 
fects may be reaction and disillusionment. 

The objective sought is easier to .state than to achieve. In the past, 
the major theorists have tended to work out their principles on the 
basis of b'mited assumptions. In such important fields as prict', mono- 
taiy theory, the business cycle, intemationa] trade, and distribution, 
these assumptions have been so narrow as to pose a difiicull problem 
for the writer of textbooks. If lie were to confine himself to a traditional 
pesentation of theory, with the customary example.s, he would find it 
difficult to integrate tihe treatment of principles with tiie portrayal of 
concrete poblems. The temptation would be strong to empha-sizo one 
or other of these divisions, and to pass over lightly the one considered 
less important Such an approach, however, would not solve the prob- 
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lem. Rather it would transfer the biu-den of reconciliation to tcachcre 
and students. If, for example, in the analytical section, little effort 
were made to use realistic examples, the student might feel that theory 
tftTiflpfi to be doctrinaire and unrelated to actual problems. If, on the 
contrary, analysis were neglected and description emphasized, the 
student would be deprived of valuable tools for understanding eco- 
nomic law. Clearly, a reconciliation of the two is indicated, regardless 
of the difficulties involved in such an achievement. 

At the present time, the task of integration is somewhat less difficult. 
The enormous strides taken by economic theory in recent decades have 
brou^t the goal of a unified presentation much nearer. Thus, the 
studies in monopolistic competition are definitely more realistic than 
earlier theories based on the assumption of pure competition. Mouo- 
tary and business cycle theory have been more clo.scly related. It is 
no longer necessary to assume that full employment is the normal state, 
with deviations to be corrected by price adjiuitments alone. Further- 
more, great progress has been made in relating monetary and business 
cycle analysis to price theory, and both to the study of di.stribiition. Of 
course, the final and definitive synthesis is yet to bo written, but the 
results achieved thus far are really notable. Certainly they justify the 
writing of a textbook which attempts to include them in an elementary 
manner. 

The present text aims to present such a timely and up-to-date treat- 
ment. It may be drat the adjective “timely'’ can be abused lu relation 
to textbooks. Writers have deplored the demand for frequent revisions 
merely to include statistics readily available in common reference 
manuals. In recent years, however, the changes have been more funda- 
mental. Not only has theory advanced, but sudh factual compilations 
as the hearings and monographs of the Temporaiy National Economic 
Committee are of more passing significance. Nor can the death of 
President Roosevelt pass unnoticed. Even though there is little likeli- 
hood of a reversion to earlier social and economic pattem.s, nevertheless 
one phase of intensive social reform and extensive government inter- 
vention in economic life has been concluded. This wotdd appear to be 
a fitting time for a re-examination of the entire economic piclure, in 
preparation for the problems which peace has brought to us. 

In the attempt to achieve a unified and balanced approach, several 
chapters contain material not normally found in textbooks. Thus, 
Chapter XI is devoted exclusively to a portrayal of the price policies 
which govOTi the major fields of industry and trade. Such a concrete 
presentation gives a touch of life and re^ty to the abstract discussion 
of price theory. Again, two chapters have been devoted to the discus- 
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sion of general and American economic history. Obviously such pres- 
entations must be highly condensed. It is felt, however, that the genetic 
approach to problems trough the study of their history presents thorn 
in a natural light, and it is less confusing to die student to find die 
historical treatment organized into two consecutive chapters rather 
than scattered throughout the text. Again, the discussion in Chapter 
ni of the underlying assumptions of the present economic sy.stcni can 
be of pedagogietd viue. It may aid in restraining uidor for pioccimnil 
solutions, which are inconsistent with the political and economic prom- 
ises of modem society. 

For the hardy-minded student who wishes to examine diese pivmi.ses, 
diere are chapters on alternative economic systems. Here theory has 
again been supplemented by factual analysis. A brief discussion of 
economic policies in Sweden, Portugal, and the Soviet Union illustrates 
the varying approaches of a democratic, an authoritarian and a com- 
munist state. Most unusual in this connection is the inclusion of chap- 
ters on ethical and religious programs of social reform. Actually, it 
would seem that dieir exclusion would call for expliination. If space 
can be found for anarchism, guUd socialism, and other movoments 
with little practical effect upon economic life, it would seem rea.souabIc 
to include noneconomic forces which have profoundly affected human 
conduct in the economic sphere. It would be possible, of cemrse, to 
exclude all noneconomic forces as outside the scope of the pu'sent 
treatment, but this would logically preclude the discussion of such 
political movements as the New Deal or such philo.sophica] systems 
as communism. Again, it might be safer to exclude controvcr.sia1 mate- 
rial, but the interests of the student would not bo well served by such 
a process. In the fields of history, political systems, and the h1c<‘, con- 
troversial issues have been presented squarely, with source luntiainl 
indicated. 

The presentation keeps in view two typos of students, (ii the first 
place, it is directed towards the needs of the beginner who is likely to 
take only one course in economics. Such a student wishes a hiirly com- 
plete knowledge of economic life and problems, and also a grasp {jf 
the principles which will aid him in judging p«5posed solulious. 
Whether his ultimate goal be the study of law, medicine, theology, 
science or other disciplines, he seeks, an intelligent insight into tills 
important phase of modem life. Without sudi knowledge, he often 
finds it difficult to fulfil his duties as a citizen, and to afford Urn 
leadership which may be expected of him. Secondly, the pre.seiit work 
aims to serve as a foundation for advanced anirses in the field of 
economics. A solid, compreheirsive understanding of tlio entire field 



prevents subsequent specialization from bringing about a narrowed 
perspective. Furtbermore, such broad knowledge may aid a student 
in deciding moiB intelligently which field he would find suitable for 
further study. 

As an additional service to the teacher and students, the reading lists 
which follow the chapters are more extensive than is normally the case. 
This should fiicilitate the assigrunent of readings and papers. With 
abundant references at hand, a teacher is heed somewhat from the 
burden of personal direction of reports, essays, and the like. Further- 
more, the student who may wish to follow up subjects of interest, even 
after his days of formal instruction are over, will find these lists a 
helpful guide. Moreover, in the Appendix suggestions are given as to 
furtiier source material The listing of periodicals, pamphlets, govern- 
ment reports, and nontechnical books will be useful both for the prepa- 
ration of class papers and for subsequent reading. 

The writer vs^es to express his gratitude to those who aided in the 
preparation of this book. Many useful suggestions were i eccived from 
fellow professors who read the manuscript Again, the courte.sy of the 
librarians at Enoch Pratt Free Library of Baltimore was complemented 
by the library's complete coverage of important economic literature. 
Finally, the writer wishes to acknowledge the kindness of the authors 
and publishers in permitting citation from works issued under their 
names. In particulM, he wishes to thank Dr. Maxwell Silver; Benziger 
Brothers; the Brookings Institution; Harcourt, Brace, & Co.; McGraw- 
Hill Book Company; the Macmillan Company; the National Confer- 
ence of Christians and Jews; Oxford University Press; Shecd & Ward; 
and the Twentieth Century Fund. Without all these aids, and the 
encouragement of friends and colleagues, the task would have been 
considerably more difficult. 

John F. Cronin 

St. Mary’s Seminary, Baltimore, Maryland. 
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\ CHAf TEH I -j 

Qr^ 

THK HISTORICAL APPROACH 

T here are many possible ways of studying oconomic life. 1 
would be feasible to take our centuiy for giaiitocl and to uiuilyz< 
its problems simply as they pieseut themselves iji jjostwa 
America. Considering the perfection of modem technical achievi'ineiil 
it would be understandable weie we to dismiss the past as relative!] 
insignificant and concentiate oiu* attention upon conditions jieculiii 
to our time. Yet such chauvinism has its drawbacks. While llu‘ nine 
teenth and twentieth centuries have attained tlic unbelievable in me 
chanical excellence, they have lagged lamentably in economic, social 
and pohtical controls over industry. Insecurity and p.\ploiltiti()n hav) 
led many to question the lasting greatness of the present sy.slcm. Schol 
ars of repute have doubted the survival of many of its fcatiirivs,^ 
Given the diffidence of careful and even profound thinkers, and not 
ing the uncertainties which afflict contemporary American economists 
as witnessed in the pages of their Journals, “ it may he the pait of wis 
dom not to take too much for granted. Many historians exp«*cl tin 
middle decades of the twentieth century to be a turning jioint of his 
toiy compaiable to the fall of Rome or the Protestant llelonnalion. 1 
such is really the import of current problems, it might be wc*ll lo .slanc 
apart from the present-day Ameiican picluio in the effort lo gain per 
spective. Tliis could be done both by studying the origins of inodiTi 
capitalism and by analyzing alternative socioeconomic systems. Tlu 
historical approa^, however, serves belter as an inlroduction lo mod 

^Cf J A. Schumpeter, Capttalism, Sockdim, and Democran/ (llarpiu) 
P. A. Soioldn, The Crisis of Our Age (DuUon); and 15. R. Walkei, From Jicn 
nomic Theory to Fohey (Univ. of Chicago). 

® A careful study of such estimable joiunals as the American Economic Rcvirii} 
The Journal of Politicdl Economy, The Southern Ecoirnnic Journal, The Ilarmn 
Business Bevtew, and similar publications bcais out this point. To mhuu degnv 
there has been a broadening area ol agiecmcnt on important piohlciiih, such as tin 
quesfaon of how to achieve full employment. But at the same lime deep cleavage' 
r^ain among economists, while even grcatei pcwinusin is foil .is to tlio possibiliO 
of co-operation by government, busmess, labor, and farm gioups on policies u*c 
ommended by these writers. ^ 
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6rii economic life. The analysis of comparative economic systems, in- 
volving as it does many controversial issues, is better left to the con- 
diiding chapters of the study. 

The pages of history help to claiify what is essential and what non- 
essential in our economic system. Thus, leseaicli has shown that many 
of the mechanisms of modem commerce and finance were derived 
from the eaily and late Middle Ages. Incoiporalion, iii.siirance, bank- 
ing, and the like can be traced at least to the fourteenth century. 
Technical and mechanical achievements have antedated capitalism. 
Yet it would be hasty to conclude that capitalism is merely a ]jliilosophy 
or a code of principles. Principles and rules can modify institutions to a 
profound degree. In the opinion of some scholars certain practices, 
such as government intervention in economic life, are ultimately in- 
compatible with a system of free enterprise and even political democ- 
racy.® Judgments of this type label certain rules as essential to the 
preservation of ideals generally accepted in the Anglo-Saxon woild 
today. Other writers disagree, and another controvcisy is born. 

The existence of major controversies among scholars has cast a 
shadow over the social sciences. These disciplines do not shares with 
the physical sciences the abih'ty to predict the future with the cer- 
tainty of invariable law. Yet it may be that the weaknovss of social 
studies has been exaggerated. The study of history, impartially pur- 
sued, yields a treasure house of generalizations which may well be 
cxilled laws. With such a beginning we may hopefully advance to the 
study of cun'ent problems with reasonable certainty that we have some 
perspective and insight to assist us. 


THE CONTRIBUTION OF MEDIEVAL EUHOPE 

A Controlled Society. It is a commonplace that modern economic 
life developed out of medieval feudalism. Until recently, however, 
historians treated the growth lai'gely as a result of acciflental circum- 
stances, such as the discovery of America. Moic careful research has 
revealed that the development was much more complex than was for- 
merly suspected. Paradoxically, both Uie element of continuity and 
the shaipness of divergence have been more extensive than was real- 
ized in the last century. Strong elements of capitalism flourished 
throughout the entire medieval period, held in check by the even 
stronger bonds of feudal society. Only when these bonds were broken 
by a series of social crises was modem economic society bom. 

®Cf. F. A. Hayek, The Road to Serfdom (University of Gliicago) and L. von 
Mises, Bureaucracy (Yale). 

Hi 



To understand medieval economic life, two impoitanl points imisl 
be kept in mind. In the first place, the medieval period was a time of 
gradual reconstruction of society where anarchy had reigned. The fall 
of the Western Roman Empire was more than the oveithiow of a gov- 
ernment; it was the pulverizing of a great political and economic struc- 
ture. The legions of Rome had enforced peace upon Europe. With 
peace went law and older. An extensive system of roads pciinitted 
commerce between the far-flung reaches of Europe. The sea lanes of 
the Mediterranean were open. Common languages and imiv(‘isal coin- 
age gave the merchant every opportunity. Then, lor reason.s which 
puzzle historians, the system collapsed.* The invasions from the 
north merely gave the coup cle grdee to an empire whose vitals had 
long since wasted away. Bureaucracy and mismanagement had eaten 
away the heart of Roman society, and the invader did not have the 
genius to reconstitute a nation, much less an empire. As a re.snlt law 
was replaced by anarchy, commerce declined to insignificance, the 
cities were depopulated, and only a rude agrarian economy remained. 
Such was the raw material bequeathed to medieval builders. 

A second major feature of the Middle Ages was the prevalence of 
noneconomic controls. Until recently, in America, the i dative auton- 
omy of business was taken for granted. It was accepted that iiidu.stry, 
finance, and commerce were qualified to run their affairs without out- 
side Intervention from any source. It was argued that since natural 
and inviolable laws governed such activities, interference would he 
courting disaster. Others maintained that only those with actual ex- 
perience in these fields would be competent to give decisions in such 
delicate and involved matters. Sudi a position was modified in the 
United States, but only reluctantly, during tho depression <}f the Thir- 
ties. It \yas abandoned completely in parts of Europe after both World 
Wars, where controls ranged from state regulation to outright totali- 
tarianism. 

In medieval limes, regulation of economic life was primarily ethical 
and religious and secondarily the work of institutions, .siidi as feudal- 
ism and the guild system, designed to implcuumt these t'lhical de- 
mands. The modern mind finds it difficult to visualize tlu' eomph’te- 
ness of such contiols. In tlie nineteenth ccntiuy it was wiihdy held 
that religion was a private matter affecting the personal life of tluj h<»- 
liever, but having no place in public alfaiis. The medieval ideal, on 
the contrary, was that of complete penncalion ol all aelivitu*s by the 

*Cf. M. Roslovlzoff, Social and Economic Historif o[ llic Roman Empire (Ox- 
ford) or, more bnefly, J. W. Thompson, Economic and Social Ilulori/ of tho Mul- 
dle Ages (Appleton-Gentuiy), chs. 1-6. 
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law of God. Accordingly, economic life in general was to be subordi- 
nate to spiritual and cultural pursuits and in detail it was to be gov- 
erned by tbfi laws of justice and equity. These aims were not merely 
the subject of sermons; they were embodied in such concrete insti- 
tutions as the feudal codes, usury legislation, the guild system, and 
the regulations establishing a “just price. “ 

Thus, medieval economic life involved leconstniction of society from 
anarchy, and this within the rather rigid framework of noneconomic 
rules which were imposed upon it. Individual traders and liunkcrs re- 
belled against these restraints. Evasion and even rebellion were not un- 
common. Gradually restiveness grew into outiight revolt. Biisine.ss 
groups achieved freedom to forge the massive stnieture of modern 
capitalism. The details of this development cast considerable light 
upon the nature of our present system. 

Feudalism and Nationalism. It was only to be expected that early 
medieval economic life would be almost exclusively agrarian. In con- 
ditions of social disorganization, survival is the first goal. A complex 
commercial structure would have been impossible to achieve. The 
production of food, clothing, and other simple necessities, accordingly, 
constituted almost the entirety of economic activity. Even the tech- 
niques of agricultural production were crude. Soil-enriching plants 
were not known, so that land was periodically left fallow. In the at- 
tempt to divide lands of varying quality equitably, a system of .scat- 
tered holdings for each peasant was instituted. A limited community 
life centered around small villages or the local manor, where the be- 
ginnings of specialization could be found. The blacksmith, the brewer, 
and the miller performed typical nonagrarian services. 

The tiller of die soil was generally a seif, an “unfree” tenant who was 
bound to the soil. The term “unfree” is used by recent historians to dis- 
tinguish the serf from the slave, who could be sold like a chattel, and 
from tire free tenant, who could leave the manor if sudi was his choice. 
The origin of serfdom is obscure. In some cases, serfs were prisoners 
of war whose lives were spared in return for personal semcci. In most 
instances, however, serfdom took its origin from die practice of com- 
mendoHOy wheieby a peasant committed himself to the perpetual serv- 
ice of a master in return for militaiy protection, so badly needed after 
the fall of Rome. In still other circumstances, it appeared to have 
stemmed from the patriarchal organization of Germanic tribo.s. At any 

“ For a careful documentation of this thesis, cf. R. H. Tawney, Religion and the 
Rise of Capitalism (Haicourt); A. Fanfani, Catholicism, Protestantism and Capiidr 
ism (Sheed), G O’Brien, An Essay on Mediaeval Economic Teaching (Long- 
mans); and E. J. Hughes, The Church and the Liberal Society (Princeton). 



rate, the serf was bound to the service of the manor, lie cultivated 
the lord's land besides his own and rendered additional community 
services, such as roadbuilding, in lieu of taxation. 

Life on the manor was hard and crude. Many of tlie difficulties re- 
sulted from the conditions of the times, but in other cases there were 
exploitation and oppression. Perhaps the most balanced account of 
conditions is that given by a great Belgian historian: 

The manorial organization was essentially pali nuchal. Language itself 
bears testimony to this. What was the soigneur (senior) if not the elder, 
whose authoiity extended over the janxilia whom he piolectedi* For, un- 
questionably, he did protect them. In times of war he defended them agaiiust 
the enemy and shelteied them withm the walls of his lorliess, and it was 
clearly to his advantage to do so, since he lived by llicir labor. The idea wo 
are accustomed to form of seigncunal exploitation is pcihups a little suni- 
maiy. The exploitation of man implies the wish to muku use of him as u tool 
to obtain the maximum of pioducLion. The rural slavciy of the uiicieni world, 
that of the negroes m the colomes in the sovciitecnlfi uiid eighteonth e(‘n- 
turies, or the condition of the woikeis in the great industries in the Hist half 
of tlie nineteenth century, furnish us widi fiundiur cxample.s. But all this is 
very different from the medieval manors, where all-powcaful aislom dolei- 
mined every man’s rights and obligations. Tliis fact alone was enough to 
prevent the pitiless severiiy to which the Ireo exercise oi ccouoniic su- 
premacy gives rise under the spur of piofit. Moreover, the whole idea of 
profit, and indeed the possibility of piofit, was incoinpatihlc with iho po.si- 
tion occupied by the great m^ieval landowner. Unablo to jirodtice lor 
sole owing to the want of a market, he had no need to tax his ingenuity in 
order to wring from his men and his land a surplus which would merely 
be an encumbrance, and as he was forced to con, sumo his own produce, ho 
was content to limit it to his needs.® 

Nevertheless, it must be noted that serfs nonnally sought emiincipaliou. 
This was particularly true when labor shortugiw occasioned by the 
Black Death (1349) led to a widespiead breakdown of serfdom in 
Western Europe. 

Serfdom was but one phase of the wider in.stitiition of Jniclalmn. 
Feudalism was a system of personal service based on land giaiil.s by n 
ruler to his followers. At the head was king or cmjic'roi. The inter- 
mediate stratum consisted of lesser nobility and clergy, with the .se>f 
at die bottom. The bond between these group.s was more akin to 
personal loyalty than political sovereignty. Feudal law wa.s geiu'rally 

®H. Pirenne, Economic mxd Social Ihsiottf of Medieval Euiope ( Ilaff(iinl), 
p. 64, cf. also J. W Tliompson, op clt., pp. 255, 67611 , 750-751; B fanfll, HorUd 
Theories of the Middle Ages (Newman), pp 104fl ; II Heaton, Ecmwmu' Ilistoni 
of Europe (Haipei), chs 6-7; R. A. Dixon and E K. Ebciliail, Economics and 
Cultural Change (McGraw-Hill), ch. 4; and the Cambridge Economic Ilistoru 
of Europe (Macmillan), Vol I. 



a collection of immemorial customs ratlier than decrees by a ruler. In- 
deed, the luler was considered bound by these laws to the same degree 
as his followers. They could and did revolt if he failed to observe his 
coronation oath to rule justly and according to law. Even the serfs had 
rights which they could enforce against their lords. Labor historians 
eager to discovei the oiigin of the “sit-down strike” could find parallels 
in the cases of serfs who refused services until rendered their just 
rights.’ 

The rigid system of feudalism worked successfully in the agrarian 
phase of medieval economy. It was less adsiptablc to the problems of 
commerce and industiy. As a result, the great merchant traders first 
demanded exemption from feudal law and custom and ultimately 
fought the institution itself. They encouraged kings to form a national 
state with absolute sovereignty possessed by the ruler. The working 
out of this process is an interesting example of the impact of economic 
forces upon political life. 

TJte Rise of Commerce and Industry. Hie dismption consequent 
upon the fall of Home led to an almost total breakdown of commerce, 
since the passing of the Western Empire resulted in the virtual closing 
of trade routes. Hoads were neglected. Robbers on land and pirates 
at sea, the Tuik in Hie Mediterranean and the Viking in the Nordi, 
made travel hazardous. The levying of tolls by each feudal lord and 
baron added to the prohibitive risk. A thin trickle of commerce with 
the Orient was maintained by the Jews, who thus secured a pre- 
carious living. A few enterprising dties, such as Venice, were strong 
enough to carry on maritime trade with the Orient, receiving silk, 
spices, and other luxury items in return for slaves, iron, timber, and 
other raw materials. With commerce at such a low ebb, there was little 
room for industry and finance. Some trading centers supported a sound 
monetary system based on gold and silver, but large-scale financial 
transactions did not exist in the early Middle Ages. 

The revival of commerce was initiated by the Crusades, a series of 
expeditions to open the routes of pilgrimage to the Holy Land. While 
the motivation behind the Crusades was primarily religious, the eco- 
nomic implications of these great mass movements were far-r(*achiug. 

» For a thorough documentatian of the thesis of medieval equality under law, 
the masterful six-volume study of R. W. and A. J Carlyle, Iltstoiy of Medieod 
PolUicd Theory in the West (Putnam), is unsurpassed. Foi a briofci tioutmcnt, 
cf. C. H. McRwain, The Growth of Folitical Thought in the West ( Macmillan ), 
and A. J. Carlyle, Political Liberty (Oriord). On feudalism, cf C. Stephenson, 
Mediaeoal Feuddism (Cornell), C. Dawson, The Making of Europe (Sliced); and 
various articles in die Encyclopaedia of the Social Sciences and the Cambridge 
Medieoal Histoty. 
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They opened the routes of commerce, stimulated the desires of multi- 
tudes for die riches and luxuries of the East, and thus revitalized the 
economic life of Europe. For many, the bonds of feudal custom were 
broken. They longed for more of the freedom which they had expcii- 
enced for the first time. 

As commerce revived, the town returned to its position as a center of 
population. Instead of a few small cities which .survived as ecclesias- 
tical or military centers, thriving and populous towns were to ari.se in 
Italy, France, Germany, and the Low Countries. Near these towns 
great fairs weie held to assist in the exchange of goods. An important 
aspect of the fairs was the exdiange of money and the gradual building 
up of a financial system. Another by-product was the development of 
merchant law to supplant feudal customs and obligations, such as pet- 
sonal service, ill-suited for an expanding commercial economy. The 
tradeis obtained exemption from these customs by purchase of righl.s 
from the local lord, or even by force. Furtlicr, mci chants banded to- 
gether to obtain protection from robbers and brigands. The ultimate* 
development of this trend was the fonnation of powerful as.sociati()n.s‘, 
like the Hanseatic League, which were able to obtain major concessions 
for their members. Tims the groundwork was laid for the nalioiuil stale 
which was to supplant feudalism. 

The growth of commerce led naturally to an expansion of indmlnj 
to furnish the materials of trade. Northern Europe specialized in t(‘\- 
tiles, although the Florentine woolen industry was a .successful com- 
petitor to Flanders. The Belgian towns received high qiuilily wool from 
England and were able to produce fabrics unequalled for finish, fU'xi- 
bility, softness, and color. The linen of Ypres was known Ihiouglioul 
Europe, as were the dyes of Florence. Venice achieved a n'inuikabhj 
record in glass making, exporting beads, hollow ware, mirrors, len.se,s, 
and enameled glass. Specialization and division of labor, together 
with large-scale production, were not unknown, even tlrough mucli 
work was done in .small shops and in homes. 

Another natural result of commercial expansion was the develoj)- 
ment of ■financial techniques. Many cities, such as Floieiice, rejilized 
the value of a stable monetary unit. In addition, the extensive levies 
made to finance the Crusades led to the development of hanking melh- 
ods. The Knights Templar, with houses throughout Europe and the 
Orient, possessed the equivalent of an international banking .system. 
An elaborate system of exchange was a by-product of the fai-Ilimg ac- 
tivities of the Papacy and the Roman ecclesiastical curia.s. I''’ull-llc*dged 
international banking was achieved by the Italian inercliants, allied 
Lombards, who were powerful enough to make loans to kings aiul lui- 



tions. At the same time bookkeeping, insuiance, incorporation, and 
other such techniques wei*e evolved in Italian cities. Compared to 
these activities, the small-scale operations of the Jewish moneylenders 
appear to be insignificant.^ 

While commerce thus developed to great proportions, the noneco- 
nomic controls noted earlier continued to function. As applied to com- 
merce and industry, control over economic life was closely associated 
with the guild system. The guilds were associations of traders (mer- 
chant guilds) or craftsmen (craft guilds). Their origin is obscure, al- 
though the need of mutual protection would furni.sh an aclc*<[nate 
reason for their existence. Regardless of origin, their function is clear. 
They regulated commerce and industry according to the ethical stand- 
ards of the time. Thus the merchant guilds took steps to prevent mo- 
nopolistic price-setting, misrepresentation or adultei*ation of piticliicls, 
and similar activities inimical to the common welfare. The iili'ul was a 
“just price** which would cover legitimate expenses and yield a mod- 
erate profit. The price was determined by the guild, by civic authori- 
ties, or by custom. Likewise the craft guilds sought to proti'cl both the 
worker and the consumer from exploitation. The terms and amdilious 
of apprenticeship were set, as were the standards whereby a journey- 
man could become a master workman and employer. At first, tlieso 
guilds were regulated in a democratic manner. Towards the close of 
the Middle Ages, however, the guilds became actuated by ciitiiely dif- 
ferent motives. The merchant guilds became antisocial monopolists, 
while the craft guilds were dominated by masters who exploited th(*ir 
workmen cruelly.® 

Noneconomic controls likewise operated in the field of finance. 
Usury was condemned by the Church, with the result that much money- 
lending was frowned upon and impeded. Usury was defined us the 
exaction of a charge for a loan as sudi. A fee might bo levied because 
of extrinsic conditions such as a loss incurred, or even a prospective 
gain precluded because of the loan. It was also permitted to charge 

®For a full treatment of the growth of commerce, iiidustiy, and fitmiicc, cf, 
J. W. Thompson, Economic and Social History of the Middle Ages and Economic 
and Social History of Ewopa in the Later Middle Ages (Applelon-Cloutiiry), 
passtmi H Fireime, Medieval CiUes (Fiinc^ton), and Economic and Social IHstoiy 
of Medieval Europe (Harcourt), chs. 1, 3, 4{ S. Baldwin, Business in the Middle 
Ages (Holt), R. A. Dixon and E K. Eborharl, op. cit., chs S-0j II. llcalmi, 
op. cit , chs. 8-10; and the Cambridge Medieixd History. 

® Cf. J. W. Tliompson, op. cit., Vd. I, ch. 28; Vol. II, chs. 2, 5, 17; II. Pirciinc, 
Economic and SocUd History, ch. 0; G. Clune, The Medieval Guild System (Dub- 
lin: Browne and Nolan); A J. Penty, A Guildsman’s Intel pretatton of History 
(Sheed); J. Husdein, Democratic Industry (Kenedy); and tho Encxiclopaedia of 
the Social Sciences, “Guilds.” ^ j j r i 


a fee to insure against the risk of loss or to compensate for tardy 
ment. But extoition based merely on the need of the borrower 
considered immoral. These regulations did not cause serious diiRetm> 
in the agrarian period of the Middle Ages, but they were deiinile im- 
pediments to the fully developed ccanmerce of the thirteenth and later 
centuries. As a result, serious conflicts arose between the rising mer- 
chant class and the institutions fostered by the Chinch. It was not un- 
til the nineteenth centuiy that canonists recognized the general w'i‘l- 
fare of industrial society, evidenced by the universal legalizing of 
interest-taking, as an extrinsic title justifying the general taking ol 
interest on loans, 

The result of ethical control of economic life was the generation of 
restiveness and revolt on the part of the so-called “middle classes” 
(thus designated as a group between the nobility and the peasant). 
The earliest symptom of revolt was the failure of individuals and 
groups to confoim to the law. Some groups, such as the Jews, were 
exempt as nonbelievers. They naturally took to trading and money- 
lending, the more so since persecution deprived them of opportunities 
to own land. Others, who were at least nominal Christians, Haunted 
these regulations. There wore many reasons for thiwS independ(*nce. 
Travel removed men from the restraining bonds ol public opinion. 
The merchant who was a stranger in tlie town felt emancipated from 
the need of conforming to the ethical .standards of his native village. 
He justified himself by asserting that with widespread trade the in- 
creased element of risk wananted greater profits. To many, religions 
sanctions were weakened when they departed from their remote shires 
and hamlets, leaving behind the vicar and church of their youth. To 
them the two were so intertwined that separation from one meant 
abandonment of the other. Accordingly, a new and independent class 
arose. Thus, Jacques Coeur became immensely weallliy in the fifteenth 
century, while even earlier the Lombards wore noted bankers. Yei, 
such individual defections did not shake the rigid framework which 
bound economic institutions. Even the great German banking house* 
of Fugger consulted Roman curios on the morality of its transactions. 

Beginning with the fourteenth century, definite and organize’tl at- 
tempts were made to wipe out noneconomic controls over bu.sin(*ss. 
The first manifestation of this trend was the effort to replace feiidalfsin 
by the national state. In France and England, particularly, busmess 

“ Cf. “Usury” in the Jewish Encyclopedia, Hastingjs Encyclopedia of 
and Ethics, the Catholic Enctjclopedta, The Encyclopaedia Brilannica, luid tlu* 
Encyclopaedia of the Social Sciences, ulso B. Dempsey, Jutpresl and Usury (Ameri- 
can Coun^ on Public Affairs); P. Cleary, The Church and Usury (Dublin: Gill), 
and G. O'Brien, An Essay on Medieval Economic Teaching (Longuiuus). 

MM 



groups attempted to strengthen the hand ot the king in opposition to 
the feudal nobility. A unified state would mean law and order; a stioiig 
police and military protection of trade; uniform weights, measures, 
and coinage; and a breakdown of guild restrictions upon industiy and 
commerce. The result was a strong upsurge of nationalism lliroiiglioul 
Europe. This movement was to coincide with the I’roleslant Refonna- 
tion, which disputed the authority of the Chuioh, already weakened 
by grave internal crises. The anardiy of the Black Death, the (‘xile of 
the Popes to Avignon, and the weakening of the .spiritual authority of 
the Church through the accession of unworthy men to positions of 
I’nflnpnnfi all Contributed to the impairment of ethical contiols. The 
result was a widespread collapse of the framework which had rt'gulated 
medieval economic life. Labor was exploited. The consumer was de- 
frauded. The era of competitive capitalism was at hand.'^ 


REVOLUTION IN INDUSTRY AND COMMERCE 

Nationalism was to have an immediate and beneficial effect upon 
commerce. In France and England alike, every cfroii. was made to re- 
move barriers to trade and to give positive help to mereliants. B(‘n(>lits 
which we take for granted today, such as a road and postal system, 
largely originated at this time. Strong armies and navies were raised 
to protect the caravans and fieets of commerce. At times, industiy 
found that it bad cast off guild regulation only to find itself under 
state control. But such intervention was meant to be in the intcrc.st of 
the business men themselves. It was a means of strengthening nascent 
industry and commerce, not a measure of social refonn. The end 
product of these developments was such a flowering of world com- 
merce that it has been called the commercial revolution. 

The Commercial Revolution. Among the sparks which touched off 
world-wide expansion of trade was the movement of c.\ploraliou and 
discovery whi^ concluded the fifteenth century. In short succession, 
Bartolomeu Dias rounded the Cape of Good Hope, Christopher Co- 
lumbus discovered America, and Vasco da Gama made a successful 
and highly profitable voyage to India. A few decades later, Fernando 
Magellan circumnavigated the globe. These developments were no 
accidents. The steady growth of commerce which characterized the 
Middle Ages led to the discovery of navigational techniques used by 

“Tips process is described by E. P. Cheyney, The Dawn of a New Era 
(Harper); in the conduding chapters of Pirenne and Thompson, cited above; and 
in Heaton, op. cit., chs. 1^16. For readings on the religious aspects oi the move- 
ment, cf infra, ch. 26. 
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these bold adventurers. Long before the voyages of the daring Portu- 
guese, Spanish, and Italian sailors, tenuous contact had been estab- 
lished with the Orient. A hazardous and intermittent trade by way of 
tortuous, dangerous land routes had furnished enough knowledge of 
the Orient to arouse cupidity for safer and more extensive connections. 
Immense fortunes weie expected from the land ol jewels and gold. 

The discovery of gold in Mexico seemed to portend the realization 
of all these hopes. TSiere resulted a frarrtic scramble by tire powers ol 
Europe to stake a claim in the New World. England, Franco, liollaird, 
Spain, and Portugal each claimed a share of the vast uncharted realm. 
Great trading companies were organized, either as partnerships or 
corporations, and given exclusive heense to trade in these new regions, 
Not all were successful in finding gold, but spices, furs, tobacco, sugar, 
and tropical fruits were not unacceptable as substitutes. Tiro dream 
of colonies and empire was dreamed in tire parliaments and chanceries 
of the Old World, as profits soared to unprecedented hc’ights. Great- 
ness could be had by peoples who were but enterprising enough to 
seize opportunities which lay before them. 

An immediate result of the scramble for political and economic 
power was the growth of statism. Powerful and cntoiprising niltTS, 
often raised to their position through the support of the business classes, 
now threw the entire resources of government behind the new trend, 
In France, particularly, measures not too dissimilar to twentieth cc‘ir- 
tmy totalitarianism were taken in the effort to gain the ascendancy. 
Louis XT, Charles VIII, and, above aU, Louis XIV and his minish'r, 
Colbert, instituted an iron disciplme in an attempt to strengthen in- 
dustry and trade. Taxes were multiplied to support the new army and 
fleet, but every effort was made to stimulate business. Rivers w(*r(‘ 
dredged, bridges built, roads improved, and bothersome fcaidal lolls 
removed. Mineral exploitation was encouraged. New industries, sikJi 
as silk making, were imported. The markets and fairs dismptod by 
the Hundred Years’ War were restored. Commerce, fomuTly consid- 
ered beneath the dignity of the aristocracy, was fostcTcd. riome in- 
dustries were protected from foreign competition, while wages weu? 
kept to the level of exploitation in Ae attempt to captnr(» world trade. 
Thus, in a crescendo beginning at the close of the fifteenth eentmy 
and reaching its apogee in the seventeenth, France became a world 
power. 

England followed a similar policy. As a result of the Hundrc'd Y(‘ars’ 
War, English nationalism and patriotism had been intensified. The 
Wars of the Roses determined that the Tudor dynasty should have 
absolute power. Henry VII did mudi to unify and strengthen the na- 



tion, but Elizabeth inaugurated a golden era. She drove out foreign 
merchants and fostered Enghsh enterprise. It was during her reign 
that much of the important colonization of America took place. Soon 
a great system of roads was to encourage internal commerce. Revo- 
lutionary, also, was the efiFect of the enclosure movement, or the expro- 
priation of peasant land by great landlords. Since the commercial graz- 
ing of sheep was becoming increasingly profitable, it was desired to 
oust small farmers and turn their lands into pasture. Every type of 
pressure, legal or extralegal, was used to regain possession of the hold- 
ings tilled by the yeomen of England. The movement from the land, be- 
gun when the Black Death led to a shortage of labor, increased apace. 
The immediate result of this movement was further stimulation of 
world trade. An indirect result was the migration to the cities of thou- 
sands of peasants, later to furnish the labor for the factories lesultiug 
from the industrial revolution. 

Statism produced an economic doctrine, mercanlUisin, as W(dl as a 
political policy. It was felt that a nation would become great if do- 
mestic trade and industry were fostered and international tradr* ex- 
panded. The former was accomplished, not only by .stimulation and 
subsidy, but also by a direct policy of piotectionism. Compt'ting for- 
eign goods were excluded by tariffs and embargoes, so that infant in- 
dustry would find a favorable environment in which to grow. The 
encouragement of foreign trade also helped domestic industry, since 
it gave manufacturers an expanded market. Wages had to be kept low 
so that goods could compete in the world market. A by-producJt of 
this policy was the quest for a favorable balance of trade, whereby 
exports of goods and commodities would exceed imports. Since, obvi- 
ously, some imports must be received to pay for the exports, the addi- 
tional imports were accepted in the form of gold and silver. 'This pol- 
icy of bullionism not only made an export surplus possible, l)ut it was 
held to strengthen the internal economy of a nation. By expanding the 
supply of money, it permitted extension of business and indii.stry with- 
out the handicaps of a currency shortage. Indeed, insofar as it pro- 
moted inflationary price rises, it tended to stimulate bimincss by in- 
creasing profits. Furthermore, it was supposed to increase a nation’s 
independence in time of war, beoiuse it made feasible emergency 
purchases from the country’s reserves. Since this new policy coincided 
with the discoveries of gold in the New World, it was possible for 
several great trading nations simultaneously to pursue mercantilist 
trade policies. Nevertheless, this system involved the regulation of the 
many for the benefit of the few. It might well be considered the foster 
mother of monopolies. 



The days of mercantilism were nonetheless numbered. By an inner 
dialectic which would have warmed the heart of Marx, it built up the 
forces which led to Its own dissolution. As industry and coiniiiercc 
grew in strength, they fretted at the bonds of state regulation. They 
demanded and ultimately secured freedom. Indeed, as oiten happens, 
the pendulum swung to the other extreme. Business demanded abso- 
lute freedom. Laissez faire became the motto of the day, as Frangois 
Quesnay in France and Adam Smith in England wrote their economic 
treatises proving that such was the law of nature. 

Nationalism passed thiough two distinct phases as tlie problems of tlu' 
bourgeoisie grew in magnitude and definition. During the nascent phase 
the demand of the bourgeoisie was for a government which was .strong 
within, to rule both the Cmurch and the nobuily in the inlurcsis of inercun- 
tile piosperity, and iiiesponsiblo without, to aid the fierce coinpctilion of 
meichants for the contiol of new routes and new regions. This wti.<i tlu? 
peiiod of absolute monarchy and world conquests. Then, having used the 
king to attain their ends against the forces oi feudalism and the rival stat(‘s 
in world tiade, the entrenwed middle class used the gi owing masses of the 
population to gain more complete control of the national slate by m('uu.<i 
of representative government. Gradually, the political powers passed from 
the long into the hands of the diiecl rnprescnlalivcs of the boiugeoisio. In 
limited monarchies and so-called democracies, the significant powers of 
state such as appropriations for foioign acquisitions or Jnteinaf improve- 
ments (mostly to furthoi trade) rested tvilh the lower house of lhi‘ ii*gi,sla- 
tiue, the direct representatives of the bourgeoisie. Even the con.stitiilions 
reflected the control of government by business interests. Propcity and 
contract became the piimaiy concern of all such fundamental documeuts.*® 

Indeed, many of the eighteenth and nineteenth century rcvoluliou.s and 
wars were motivated more by the desire for business Irocdom than for 
personal liberty. The American and French revolutions and oven tlui 
English revolt under Cromwell in the sevcnlconlli century worcj not 
mere reactions to political oppression. For many years to eomo, r(‘pro- 
sentative government was to be loss than responsive lo the desires of 
the great masses of the population. It was not until the twentieth cen- 
tury that the struggle for economic freedom as a complement to po- 
litical rights was to hear substantial fruit. 

The Industrial Reodhttion. The revolutionary expansion of com- 
merce was bound to affect industry. At first, the production of woolen 
and cotton doth could be handled by spinners and weavers working 

“R. A. Dixon and E. K. Eberhait, op. cit, pp 332-333; cf ifiiVZ., cks. 7 ami 8 
for a concise treatment of the commercial icvoliilion. Also of iniciesl .lu* T W. 
Tli^pson, op cit., Vol. II, chs. 21-23; II. Heaton, op. oil., clis. 12-lfl; J. T.. .lud 
B Hammond, The Rise of Modem Industry (London; Methuen), chs. 1-7- and 
L. Padcard, The Commercid Revolutton (Holt). The last-named bo(»k has d’bricf 
cndoal bibliography, compiled in 1927. 
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in their own homes. Itinerant jobbers were able to Unir tlic country, 
side, leaving raw materials and collecting the finished product, to be 
sold in the great city and foreign markets. But as coniincrco grew, it 
was found dilBcult to keep up with the demand through such primi- 
tive methods. The best scientific minds of England and France were 
put to work at seeking better techniques of production. As a result of 
this quest, and not through any accidental discoveries, radically new 
forms of production arose. 

The new machines were many and diverse. First tlic flying .shuttle 
(1733) speeded up weaving, since it permitted one man by means of 
a string to operate a wide loom. Then, the spinning jenny ( 1767) and 
the cotton gin (1793) permitted the production of thread to ki'cp up 
with the weaving operations. Arkwright and Crompton so improved 
sp in nin g machineiy tliat heavy factory installations became possible. 
To restore the balance between thiead and finished cloth, Cart>vright 
developed a power loom. In a relatively short time this great industry 
was mechanized. 

Heavy machinery demanded power to turn the wheels. At first 
water power or even the power of draft animals in a treadmill were 
used. In the meantime, steam engines had been developed by New- 
comen and Watt in an attempt to improve pumping opiuations at tin 
and coal mines. As the first crude models were improvt'd and slrai^t- 
line motion of the piston had been converted into circular motion, tho 
steam engine was used as the motive force in the now factories. The 
result was a signal expansion of production. Power coulrilmted the 
energy of hundreds of men, while untiring machincjs duplicated the 
work of skilled fingers. Furthermore, power was to rcwolulionize 
transport as well as production. The earlier development of commerce 
was to lead to better roads, canals, and the great clipper sailing ves- 
sels. But steam led to the railroad and the stcam.ship. Subsequent re- 
finements and discoveries, such as tho steam turbine (1S84), the in- 
ternal combustion engine (1876), tho Diesel engine (1897), the 
dynamo and electric motor (1867 and following), furlher aect*leratcd 
both industry and commerce. In addition, the telegraph (1836), the 
telephone (1875), and radio (1896) gave the advantage of instantane- 
ous communications. Man now had at his disposal resources beyond 
the dreams of the most sanguine prophet. Tlie harncs.sing of atomic 
energy in 1945 surpassed the fantasies of Jules Verne. 

New materials were needed to feed the ever-hungry machines. Oil 
was discovered in abundance throughout the world. Iron and, later, 
steel proved to be the ideal material from which the new machines 
could be made. Particularly important were die Bessemer and open- 



health processes for the making of steel, lor without steel great build- 
ings and high-speed machinery would have been impracticable. Moie 
recently, the discovery of the light metals and synthetics opened even 
greater horizons for industrial expansion. 

Only a one-sided picture could be obtained by stressing exclusively 
the physical aspects of production. Concuirently with the develop- 
ment of machinery went growth in factory tcchniiiues, such as division 
and specialization ol labor and mass pioductiou. Research was stimu- 
lated. Marketing and distribution methods were improved. Above all, 
finan cial techniques weie refined to uecmnniodatc the immense growth 
of industry and commerce. Wliilc the rudiments of the modem bank- 
ing and investment .system could be found in medieval Italy, their 
growth and perfection during the nineleenth century weie phenomenal. 
Literally, the world had undergone a revolution. 

In all these developments, there was continuity and oven a certain 
inevitabihiy. The growth ol commerce during the Middle Ages was the 
direct ancestor of the commercial revolution, and from the expansion 
of commerce naturally came tlie expansion in industiy. The entire 
process evolved with the inner logic and cohesiveness ot a Shakespear- 
ean drama. A clue to the cause-and-cfiTect character of these events is 
found in the simultaneous invciitiou or discovery of most of the major 
technical developments of recent centuries. France, England, (Ger- 
many, and the United States arc rival claimants of priority in nearly 
eveiy great advance in leclinology. Only recently Brazil was offended 
when the United States advanced a claim for discovering die airplane. 
Radar was perfected simultaneously by the United Nations and the 
Axis powers in the Second Woild War. These tilings were? found be- 
cause men were looking for them. Tlie demands of commerce led al- 
most inexorably to the industiial Kjvolulion. It could truly bo said that 
need was the mother of invention. 

The element of continuity is stie.sscd because of its subsequent im- 
portance to the question of control of economic life. If nations are ul 
the mercy of unpredictable developments, then men might despair of 
ever harnessing the giant which their genius had produc(‘d. Rut if law 
and reason nile in the sphere of economics, as tiuy do in the doiiiuiii 
of physics, then there is hope of applying to the future tlie lessons of 
the past. It is not meant to suggest that economic life is ruled by an 
iron determinism of the Marxist vaiiely. Cultural and social iaclors 
played their part in the revolutions as they did in the Middle* Ag<*s. 
Economists today concede that the “economic man” governed by intel- 
ligent self-interest, rather than by all the intangible elements which 
flow from human freedom, is a myth. But without insisting that eco- 
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nomic forces are the only influences upon society, it is well to under- 
stand that they are substantially orderly and predictable.^^ 

IndividuaUsm and the Social Question, The saga of industrial prog- 
ress is not a story of uninterrupted triumph. Wliile tlicre was much that 
was brilliant and even glorious, there was anotlicr side to the story, 
sordid, cruel, and disillusioning. Interspersed with the achievements 
of technology and enterprise was naked exploitation. Man’s iiihuinanity 
has gone to greater excesses in the passion of war; men have been 
harsher under the spell of primitive savagery; but Christian nations 
have rarely, if ever before, practiced the callousness which was an off- 
shoot of the industrial revolution. This is a fearful indictment, but tho 
documents of the time permit no other conclusion. Hammond sums 
it up in somber words: 

Thus England asked for profits and received profits. Evenythiug turned 
to profit. 'I^e towns had tlieii piofitable dirt, then piofituhlc slums, their 
profitable disorder, tlieir profitable igaorance, their profiuiblo dc'sptiir. Tlic 
curse of Midas was on tliis society: on its corpoiule life, on Us common 
mind, on the decisive and impatient step it had taken fiom thu pousaut to 
the industrial age. For the new town was not a homo wlim* man could 
find beauty, happmess, leisure, learning, religion, the influences that civilize 
outlook and htmit, but a bare and desolate place, without colour, air or 
laughter, where man, woman, and child woikcd, ate and slept. This was 
to be the lot of the mass of mankind: this the sullen rhythm of thc>{r lives. 
The new factories and the new furnaces were like Fyiamids, telling of man’s 
enslavement, rather than of his power, casting Ihcir long shadow over tlie 
society that took such pride in tiiem.^^ 

No group in the population escaped exploitation, but it seemed that 
the hardest blows were reserved for the weakest. 

Tlie exploitation of children was pitiful. They went to work often 
at the tender age of seven or eight, worked from six in the morning 
until eight at night, often with no regular times for meals, eating what 
food they could snatch amid the dirt and grime of the factory. Others 
were subjected to the brutality of sweeping chimneys by climbing 

^For a treatment of the economic aspects of Uio industrial revolution, cf. 
F. C. Dietz, The Industrial Revolution (Holt); R. A. Dixon and E. K. Ebcnhait, 
op. Nt., chs. 9-10, J L. and B. Hammond, op. cit., clis. 7-11, II. TIcaloii, op. cH., 
chs. 17-30, W Bowden and others, An Economic History of Europe Since 1750 
(American Book Co.), and J. H. Claphom, An Economic History of Modern 
Britain (Macmillan). The bibliogiaphy in Bowden is exhaustive. 

“ J. L. and B. Hammond, op cit., p 232; cf. the authors* The Town Labourer 
(Longmans) for a more detailed desenption of exploitation and oppression, E. P. 
Cheyney, Industrial and Social History of England (Macmillan), A Toynbee, 
The Industrial Revolution of the Eighteenth Century in England ( Longmans ) , and 
P Mantoux, The Industrial Revolution in the Eighteenth Century (Harcoml). 
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through tlieir tortuous passages, at tunes with fires going below. Cliil- 
dren worked in the mines, where their mothers were harnessed to caits 
like beasts, dragging the coal to the surface as they crawled on handwS 
and knees. At nights, they straggled home to hovels which were 
wretched beyond description. Whole families were crowded m single 
small rooms of decrepit, rotting tenements. As the crowning irony, they 
might, if they would, listen to lecturers crusade against the cnioltics of 
Negro slavery witli such success that the conditions of slaves soon far 
surpassed those oi English freemen in the slums of Mandicstcr. Nor 
were conditions one whit better in France, where in rush seasons chil- 
dren worked night as well as day, being kept awake by the lash. It is 
hardly to be wondered that dninkemiess and debauchery became com- 
mon in the industrial cities. Bad as were these conditions, misery was 
intensified by the recurring crises which were the plague of industrial- 
ism. Unregulated speculation led to periochc collapse, while thousands 
pondered the bitter meaning of the verdict “no work.” The busiiu’ss 
cycle, with its sickening sequence of boom and bust, was to plague so- 
ciety. The worker became too often a proletarian, bereft of ownership 
of tools and home, stripped of liis skills, completely dependent upon 
wages—and these in turn at the mercy of an economic system which 
sought unlimited gain for die few instead of livelihood for all. 

All these abuses were excused on the grounds that they were in- 
evitable. In reacting against statism, economists and philosophers 
argued that freedom was a prime requisite for a prosperous industrial 
state. Even though such liberty was to lead many to exploitation and 
oppression, it was argued that the laws of competition would transmute 
man’s selfishness into the general good. Adam Smith proved that it was 
good economics, and Jeremy Bentham demonstrated that it was solid 
ethics. Jean Jacques Rousseau taught that nature alone was good and 
that the less society interfered with freedom, the better men would bo. 
Thomas Malthus dted the laws of population to show that wretched- 
ness was unavoidable, David Ricardo established the iron law of wage's, 
while Herbert Spencer proved that all this was part of a univcisal and 
farseeing benevolence. Naturally, who could quibble when Icaiiiod 
men thus agreed.“ 

It might have been expected that even with .such justification, the* 
religious conscience of mankind would have rebelled against those con- 
ditions. Yet even here a blind spot had developed. While Christians 
rose in horror against the slave trade, they tolerated economic slavery 
at home. Indeed, according to Weber, Troeltsch, and Tawiicy, rc- 
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ligious opinion now reintorcecl the economics ot incliviclualism.'" It has 
been noted ihat the ethical and religious controls of the Middle Ages 
had been destroyed by the onrushing forces which led to the cummer* 
cial revolution. The inroads of the Reformation prov<'nt(*d any counter- 
attack until the nineteenth century, when Villcneuvo-Bargoment and 
De Mun in France, Ketteler in Gennuny, and Manning in England 
started a movement which was to have important results in promoting 
social reform.^’’ Both the leaders of die Refonnatioii, Luther and Cal- 
vin, thundered against the social abuses of their day. But later de- 
velopments were to produce different results. Gradually the idea of 
individualism in religion and morality led to a restriction of the latter 
to the private life of the believer. Men whose piivatc lives were exem- 
plary for integrity and honesty felt no compunction in driving a hard 
bargain with their workers or customers. As Frederick Lewis Allen 
points out in his Lords of Creation, capitalists who made millions in 
fraudulent stock deals or unscrupulous business tactics left th(\se same 
millions to chmehes in a spirit of apparent piety. WlicMi tiained canon- 
ists and skilled theologians were hard pressed by the developments of 
the fifteenth century, one is hardly smprised that busy financiers failed 
to develop a detailed moral code for the stock maiket or the corpora- 
tion. 

The followers of Calvin reached similar results by different paths. 
The doctrine of predestination led believers to S(*ck some sign of di- 
vine favor so that they might know their predetermined fate. It was 
logical to find such a sign in a blessing upon one’s calling. Since most 
men were called to worldly endeavor, success in business was to be- 
come identified with godliness. The earlier virtues of charity and 
humility were to be replaced by the “economic virtues” of diligence, 
shrewdness, and energy. Now man s entire energies could be concen- 
trated upon the taming of the material world. 


The shrewd, calculating commercialism which tries all human relations 
by pecuniary standards, die acqmsitivcness wliich cannot rc.sl while there 
are competitois to be conquered or profits to be won, the love of social 
power md hungCT for economic gain -these irTepres.sihlo appetites had 
evoked from time immemorial the warnings and denunciations of saints and 
sages. Plunged in the cleansing waters of later Puritani.sm. the (lualilics 
which less enlightened ages had denounced as social vices emerged os 


“M. Weber, TU Protestant Ethic and the Spii-it of Capitalism (Senbner)- 
E Troeltsdi, The Social Teaching of the Christian Churches (Allen and Unwin)' 
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economic viitues. They emeiged as moral virtues as well. Foi the woiKl 
exists not to be enjoyed, but to be conquered. Only its conquer cr dcser\'es 
the name of Ghiistran. For such a philosophy, the question, “What shall it 
profit a man?” carries no sting. In winning the world, he wins the saKalioii 
of his own soul as well.'® 

Since poverty was a pu nishm ent for sin, the poor deserved their wretch- 
edness. Such was the comforting and consoling teaching which blinded 
men to the misery of their fellows. 

The exploited were not without their defenders. As was noted above, 
outstanding religious leaders in several countries mised their voices in 
protest. Nor were these merely empty pleas. Often they h'd to tlwi 
formation of political parties who pressed for and obtained social legis- 
lation. Again, socialism and communism arose in reaction to the 
abuses of industrialism. Many of the socialists, paradoxically, were 
from the aristocratic strata of society. Indeed, in England some of the 
first reforms were sponsored by Tory landlords. Labor unions com- 
menced their weary struggle for the rights of man. Gradually condi- 
tions were alleviated until the worst abuses of exploitation wore re- 
moved from industrial Europe. Less successful, however, was the at- 
tempt to remedy the insecurity which likewise was the curse of the 
new economic world. This insecurity was to be a potent force* Ituiding 
to the breakdown of democracy and the advent of the dictator slates 
in Europe between the World Wars. Today the imcerlainty of (‘co- 
nomic life remains as the great challenge to the ccoiiomi.s'L and the 
statesman.'® 

The history of the past poses many problems for the future. The 
story of the past nine centuries might be described as one of uninter- 
rupted economic expansion togeth^ with various attempts at control 
over economic life. On the one hand, there is clear evidence of the 
immense expansive power of industry and commerce. The marvels of 
technical genius, the tremendous growth in population, and the con- 
stant increase in living standards all attest to tliis. On the olh(*r hand, 
there is the fact that control over this system is considered to Ix! of 
the highest importance. In the Middle Ages tlie control was primarily 
ethical. Under mercantilism, it was political. The industrial revolution 
was to witness autonomy of business and finance. Autonomy in its 
turn was to lead to a social problem so severe that new conti’ols wcrcs 
imposed, ranging from the socioeconomic laws of modern democracies 
to the absolute domination of communist and fascist totalitarianism. 

“ R. H. Tawn^, op cit, ^ 249. 

For further material ou icaclious to these conditions, cf. infra, cLs. XXIV and 



Such is the general pattern of modern economic life. Our next step is 
to study the place of the United States in this complex pictunj. 

In the study of history from the viewpoint of the economist, two 
extremes are to be avoid^. On the one hand, it is dangerous to ignore 
the warnings afforded by events of die past, riivticularly in a young 
nation, there is the tendency to regard the e.\pcrit‘nc<* ol others as 
merely an irritating example of their iiuidcipiacy. It is .sometimes 
felt that wheie many things are new, cveiythiiig can I>e new. On 
the other hand, it is equally foolish to coiLsider the past a.s a rigid 
and inexorable pattern whidi mmt of necessity detevinim* the iulure. 
Daring and experimentation can win through wliert* others have 
failed. Thus, in the chapter to follow, it will be noted that lh(‘ Anu*ri- 
can pattern was both ahke and different from th(' Kuropi'an patlciu 
of economic development. For this reason, a careliil study of our 
own history forms an excellent background for the uudeistaudiug of 
modem problems. 

I 

GENERAL 

For the economic history of the period the following hooks, an angl’d 
according to the penods covered, may bo useful: M. lloslovl/ell, Hocial and 
Economic History of the Roman EnijAre (Oxfoid); P. Roisstmacle, Lift' and 
Work in Medieval Europe (Knopf) ; H. Pirenno, Economic and Horial Uisfonj 
of Medieval Europe (Harcouit) and Medieval Cities (Princolon); J. W. 
Thompson, An Economic and Social HiiAory of the Middle Ages (Appleton- 
Century) and- An Economic and Social History of Europe in Ihv TMiar 
Middle Ages (Appleton-Centuiy); H. Heaton, Economic History of Europe 
(Harper); R. A, Dixon and E. K. Eberhaii, Economics and Cultural Change 
(McGraw-Hill); E. P. Cheyney, The Dawn of a New Era (Tlarpcr); S. 
Baldwin, Business in the Middle Ages (Holt), L. Packard, The Commercial 
R&ooluUon (Holt); F. C. Dietz, The Industrial Revolution (Holt); W. Bow- 
den and others, An Economic History of Europe Since I7IS0 (Amc-ricun 
Book Co.); J. L. and B. Hammond, The Rise of Modern Indiistrtf (ITurcoiirt 
Brace) and The Town Labourer (Longmans); and A. Toynlicc, The Indus- 
trial Revolution of the Eighteenth Century in England (Longuiuiis). F. C. 
Dietz, An Economic History of England (Holt), is useful. 

On the subject of noneconomic influences see: P. A. Sorokin, The Crisis 
of Our Age (Dutton) and Social and Cultural Dynamics (Aniciicau Book 
Co.); G. O’Brien, An Essay on Mediaevd Economic Teaching (Longmans); 
A. Fanfani, Catholicism^ Protestantism and Capitalism (Shecd); R. W. and 



A. J. Carlyle, History of Medieval Political Theory in the West (Putnam); 
C. Stephenson, Medieval Feudalism (Cornell Univ Pi css); R. H. Tawicy, 
Rel^ion and the Rise of Capitaliwi (Harcourl); and E. J. Hughes, The 
Church and the Liberal Society (Princeton). 

TEXTBOOKS 

W. E. Spahr and otheis. Economic Principles and Problems (F.uiiu), 
chapter 2; W. H. Kickhofer, Economic Pnnciples, Problems, and Policies 
(Appleton-Centmy), chapter 4, C. G. Chenoweth, An Introduction to Eco- 
nomics (Holt), chapter 5; and G. M. Modlin and F. T. do Vyvor, Develop- 
ment of Economic Society (Little, Brown) . See also the Cambridge. Medieval 
History, the Cambridge Modern History (Macmillan), and the Cambridge 
Economic History of Europe (Macmillan) of wliich one volume li.is boi'ii 
issued at this wiiting. 

THE ENCYCLOPAEDIA OF THE SOCIAL SCIENCES 

Main articles. Feudalism; Capitalism; Industrial Revolution; Nationalism; 
Commerce; and Intioduction I, sections IV-XI. Subsidiary aitiaU's: Manoiiul 
System; Contract; Guilds; Just Price; Status; Class; Scifdom; Usuiy; PYiirs; 
Piracy; Enclosures; Protestantism; Acquisition; Fugger Family; Mercantilism; 
Imperialism; Colonial Economic Pohey; Individualism; Liberalism; I'acloiy 
System; Putting Out System; Industrialism, Economic Policy. 
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(■ CHAPTEIl 11 -j 


Minify 


T he story of American economic life is soniclliiii;^^ more’ lliaii a 
detailed study of the process analyzed in the pieeediiij:; ehapler. 
It is, of course, an offshoot of the comnuTeial ami imlustiial 
revolutions. The upsurge of discovery and colonization vvhieli led to 
the beginnings of our nation was an integral part of llw' great i«‘vival 
of trade. The thousands who thronged to our shores made this choice 
because of conditions in die lands of Europe. Some sought religiou.s 
freedom. Others were missionaries, striving to bring the message of 
salvation to the savage. Many left because of the wrc‘leh<'dness and 
misery which were already the lot of thousands, even befort* the* indus- 
trial revolution. There were those who came against their will, as de- 
ported criminals or victims of the tralBc in slaves. In iitj semsc* was 
America free from the influence of the imperial powers of Europe. 
England, Spain, Holland, and France all had their vital inU'rests in 
this land of mystery and hope. 

Yet^ even from the beginning America was to truniscend it.s origins. 
There was something in the vastness and proiniso of the country which 
was slowly to transform this motley group of immigrants into the pio- 
neers who opened die unlimited resources of a bountiful continent. 
America had much to give. Tlie East, with its rivers and harbons', with 
the fertile lands of New Jersey and New York, with its resources in 
timber and iron, was a challenge to the hardy settler. The South of- 
fered broad plantations for cotton and tobacco, and great forests for 
naval stores. Later, the almost unending plains of the West w<tc to 
beckon to adventurous souls who longed for freedom and independ- 
ence. At first, the forests meant furs and wild gam(\ After colonial 
days, they were the source of timber which we used with such prodigal 
abandon. Thus the panorama unfolded, as streams of immigrants came 
to seek sanctuary and opportunity, and tho boundaries of the new re- 
public expanded even to the shores of the Pacific. 

With the growth of the nation and the expansion of industry and 
commerce, ever-new treasures were discovered. Beneath the soil were 
found huge d^osits of coal and iron. Copper, zinc, bauxite, and oil 



were made available for the iiisatiablc appetites ol indiistiy. I’lie soil 
of the plains was broken by the plow and, for a while, naliiic conspired 
to furnish the climate for record crops. Gold was found in California. 
Off the shores weie fisheries which furnished abiuidanl food. Cattle 
and sheep grazed on the pastimes and plains. All this was bound to 
leave its impiess upon the spiiit of America. Hardship and snllcTing 
were also piesent in abundance. Depressions exacted their inexoiablc' 
toll. But hope and opportunity were never destroyed. Always th(‘ie 
was a vision wliich, for better or for worse, gave America a distinct 
and unique character. 

A NATION IS BORN: 1492-1814 

The beginnings were crude and primitive. Some of the .soil, as in 
New England, gave meager and unrewarding ciops. Inland trans- 
portation, apart from the great rivers, was difficult. Until the road and 
canal building era after the War of 1812, the Appalachian Mountains 
effectively separated the East from the Middle West, wliich had its 
natural outlet through the Mississippi River and Now Ork*ans, As a 
result, the early colonists were primal ily an agriailtural people. In 
the North, com, wheat, peas, beans, and other grains and vi'gelalilcs 
brought from Europe or gotten from the Indians were produced pri- 
marily for home consumption. In the South, tobacco and indigo were 
raised for export. Later, cotton was to be the great southern crop. The 
export of these crops from the South, and naval stores, hunber, furs, 
and iron from the North, gave impetus to colonial commeice. In return 
the colonies received finished woolens and iron products from England. 
Some commerce also was carried on with the West Indies and southern 
Europe, but England placed serious restrictions upon this multilateral 
trade. 

English policy towards the colonies was mercantilist. They were ex- 
pected to export raw materials and import finished products. Even in 
the field of raw products they were not albwcd to compete with the 
mother country, so that fish, grain, and rum could not be shipped either 
to England or to any of her principal markets. In the case of other 
products, such as sugar, tobacco, cotton, naval stoics, and fuis, England 
was supposed to be the exclusive market. The colonics wtiro dis- 
couraged from developing native industry. They likewise were pro- 
hibited from issuing their own currency. These restrictions at first wcie 
not considered too severe, since they were not always rigidly enforced. 
Most Americans preferred agriculture, and smuggling was common 
enough to make the regulations less than onerous. 



In thcmsclvoSy tibe Navigation Acts of lfi5L iiiicl Kif»0 severe, 
Hiey practically monopolized both cxpoils and iiiipuits. Rut until 
1765 they were easily evaded. Alter that dale, England decided upon 
rigid enforcement. In addition, tax(‘s and duties were levied in the 
attempt to meet the expenses of the Seven Years’ ^\’al^ jnsl ctnicluded. 
So diat these new exactions would not be evaded, british naval ollicers 
were to enforce die customs and British soldieis were tpiartered upon 
the populace. Writs of assistance pennitt(‘d seal eh and seizure of 
smuggled goods. As a final burden, the East India Cluinpany was given 
the right to sell tea directly to the colonists at jiricj's which would liavc 
ruined importeis and middlemen who formerly bought at the English 
auctions. This gestuie, minor in itself, bioughl to the <'{)l»)nists the 
vision of arbitrary English control over any or all phases ol tlu'ir eco- 
nomic life. Public indignation, which before had .sani'tioncd boycotts 
and embargoes and forced the mother ctninlry into strategic lelreat, 
now flared into open rebellion. Force was met with fori’c, and llui War 
for Independence had begun. 

The war was a bitter and trying period. Its militaiy hardshijis are 
known to every high school student^ but economic haulships werts at 
first equally severe. England blockaded the coast in an alti'iiipt to ruin 
the economic life of the colonies. Yet, the initial hardships tnim‘d out 
to be blessings. The closing of English markets stimulated the growth 
of cotton and the production of wool for other Eumpt'an markets. The 
foreigners who came to help the colonists bioughl ik*w and improved 
agricultural techniques. Manufacture was oi iiecc‘ssily improvised both 
for the needs of war and for the dvilian economy. l*’ven coiiunerce 
increased, since Spain, Holland, and France evaded the blockaclo and 
welcomed the opportunity to trade with tlie colonic'S. Privalt*criiig was 
a lucrative business, with almost as many Americans involved as were 
serving in the army, American shipbuilding, whicli had been de- 
veloped to evade the Navigation Acts, was cairied on although in a 
somewhat restricted fashion. Once again die rcsourvtjful pioneers had 
made viitue of necessity. 

When the war had ended in victory, the colonics wc‘r(‘ ready to be- 
come a nation. The first attempt, the Articles of Confederation, did not 
provide the government with die full attributes of soveieignly. It did 
not have the power to raise taxes and without this resource; its other 
powers tended to be nominal. Because of the lack of inturiial unity, 
the new nation had difficulty negotiating treaties abroad. At home 
financial chaos set in, with the states issuing their own paper money 
and debt-ridden farmers revolting under Daniel Shays in 1786. The 
result was a demand for a stronger central government, a demand 
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largely supported by the propertied classes who feared the ecoiiomie 
policies of the farmers. Shipowners and manuliicturors wanted pro- 
tection by means of a strong national power. Mcichants wanted inter- 
state commerce barriers removed and a stable cmrency available. 
Creditors of the Continental Congress felt that a real soven*ign .slate 
would increase the value of their claim.s, while land speculalor.s east 
a covetous eye on Western land which they felt would be openi‘d by 
the new government. These groups were heavily represented at the 
Constitutional Convention. Naturally the document finally drawn up 
bolstered the rights of property and set up obstacles to any <(uiek 
changes as a result of popular sentiment. Indt'cd, the gn'at Iniinan 
rights of which we boast were not guaianteed until the first Congre.ss 
submitted the ten amendments known as the Bill of Rights. 

The struggle between the propcitied and the lower classe.s did not 
end widi the adoption of die Constitution. The first Secretary of llu‘ 
Treasury, Alexander Hamilton, represented the former group. Ilain- 
ilton advised that die Congress guarantee state debts, levy an excise 
tax in addition to tariffs for revenue, and establish a national bunk. 
The United States Bank brought order to the financial system of the 
nation. It aided greatly in a new wave of prospciity occasioned wh<-n 
England’s war with France opened new markets to American bnsliu*.ss 
and agriculture. Even though the bank was succc.ssful, howevin*, tlic* 
suspicions hai bored by the Jeffersonian elemenls prevent(‘d ll»o re- 
newal of its charter when it expired in 1811. Distress lollowed, ac- 
centuated by the largely unsuccessful War of 1812, which bad beiMi 
instigated more by the restless elements of the We.st and South than 
by die shipowners whose cargoes were stopped by the bclligerenls. 
As a result of the distress, a second .successful bank was chartered in 
1816, but this was likewise to die because the suspicious Jack.son, lep- 
resenting agrarian groups, felt that it was the agent of Eastern capital- 
ists. An artificial panic, created in 1831 by deliberate credit contrac- 
tion in order to frighten the enemies of die bank, strengthened this 
suspicion and made its rejection a certainty. An orgy of speculation 
followed in 1837, only to result in a severe panic. Tliis was aec(’ntnalc‘d 
by the delayed results of a crop failure iu 1835, which left faiim'rs 
unable to pay their debts and upset our balance of trade, leading lo a 
withdrawal of specie from the country. This panic was but one of 
many to stem from overoptimistic expansion, speculation in the gov- 
ernment lands of the West, and the resultant conti acting of inipayabl<‘ 
debts. Each depression tended to strengdien die trend towards agrar- 
ian revolt, just as the prosperity intervals bolstered the conservativ** 
business and financial elements. Tlie “Square Deal” of Thc-odore 



Roosevelt, the “New Freedom” of Woodiow Wilson, iind the “New 
Deal” of Franklin Roosevelt were but recurring llit'ines in .i pattern 
which is as old as the republic.^ 

THE CONQUEST OF A CONTINENT: 

When the War of 1812 had concluded, the United Stall's liad 
achieved an improved status among the nations ol thi* world. AUhougli 
militarily the contest was a stalemate at best, yet the dauiagi' mUicted 
by our privateers was sufficient to make European pinveis tuoin cau- 
tious in regard to the young republic and its rights. While the Western 
farmers, who were the most powerful faction in demanding war, did 
not succeed in their objective of driving England from Clanada, yet 
they did remove its influence in the West. Thi.s‘ ai'hic'venient, coupled 
with the Louisiana Purchase of 1803, definitely opcnetl the We.st for 
um’estricted colonization and commerce. Only the Indians ri’inained 
as an obstacle and, without British .support, they weri' luuihle to stem 
the advances of the frontiersmen. Tire great migrations had begun. 

The Lands of the West. The peace negotiations which followed the 
War for Independence gave to the Colonics great tract.s ol land west 
of the Alleghenies. At first they were of limited u.setulnoss, .since their 
natural outlet, the Mississippi, flowed through Spanish L()ui.siana. 
Napoleon acquired Louisiana in 18(X), hoping to restore Franco’.s em- 
pire in the New World, but after the revolt in Santo Domingo he be- 
came less sure of his ability to penetrate the Western bcuii.s])here. lie 
sold Louisiana to the United States in 1803. The pioneer was now free 
to follow the explorer and the missionary to the lands of tlu* Wo.st. 

Among the first to move were southern planters, seeking richer fields 
for cotton. The inventions of the Industrial Revolution scorned to 
open an unlimited market for this staple, and tlic tidewater lands 
were considered inadequate for the demand. Great wagon trains 
.debouched upon the Missouri and lower Mississippi valli’ys. A similar 
movement was to take place in the regions of the Ohio iitid the upper 
Mississippi. Immigrants from Europe, those discontciitccl l)y the de- 
pression in the East (occasioned by our embargo against England 
during the Napoleonic wars), and many fleeing religious and political 
discrimination in New England flocked to tlic freedom of the West. 

^For readings on this period, see H. U. Faulkner, American Economic Ilistorij 
(Harper), chs. 1-0; C. W. Wnght, Economic Histon/ of the United States 
(McGraw-Hill), chs. 1—15; C. A and M. R. Board, The Rise of American OiDiUza- 
tion (Macmillan), chs 3-8; C. A Beard, An Economic Inierjjretaiion of the Con" 
sRtution of the United States (Macmillan); and S. E. Morison and H. S. Com- 
mager. The Qrototh of the American Republic (Oxford). 
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Later, the lure of the lui trade and of fertile lauds was to result in the 
colonization of the Oregon Comitiy, which as early as 1811 had been 
a base for the Astor fur operations. Anierrcan penctmtions into the 
Soudiwest were to result in the secession of Texas from Mexico and our 
War of 1846-1848 with that nation. After this war, we had Caliioiniu 
and all but a minor part of the present Southwest. The discovery of 
gold in California intensified the movement west, as hopeful pros- 
pectors sailed around Cape Horn or plodded wearily along tenuous 
transcontinental trails in search of fabulous wealth. 

The movement to the West was accompanied by land {tjU’ctdatUm 
of unprecedented scope. The Cijrly Land Ordinances provided for the 
sale of public land at auction in groat lots, ranging from a township 
of thirty-six square miles to smaller sections of one sejuare mile (040 
acres). Various minimum prices from one to two dollars an acre were 
set, with the result that prospective pioneers could not hope to rai.se 
the relatively huge sums needed. Even though the size of the section 
and its price were subsequently decreased, most of the lands .still went 
to speculators. Settlers who had already moved into the land and 
cultivated it were dispossessed, often by Icdcral troops, as a result of 
the auctions. It was not until the Pre-emption Act of 1841, winch gave 
such settlers the right to purchase at minimum rales, and ibc' flonie- 
stead Act of 1862, which gave the land free to those who aelually culti- 
vated it, that agrarian discontent vms partially allayed. B(’forc this, 
farmers were heavily in debt and suffered intensely wb(ju periodic 
panics swept the country and left them in penury. Furthermore, lire 
speculative aspect of land encomuged wasteful and casual fanning by 
those who did not intend to remain. They merely sold at a jrrofil us 
new settlers arrived and moved on witir the ever-recc»ding frontier. 

The political implications of these developments were manifold. IL 
was noted earlier that the farming group distrusted the industrial East 
and its banking policies. Because of its heavy bur dcri of debt, the fann- 
rng group opposed sound monetary policies and multiplied note-issuing 
state banks. The only result was an increase in the orgy of speculation 
and a consequent intensification of the ensuing panics. Another jjlu’- 
nomenon of the period was the corruption of American politics, a.s 
venal groups sought special land grants from the fedt‘ral and state 
governments. This strain on the structure of govcrmnonl was intc‘ir- 
sified by the sectionalism arising because of divergent economic rnttjr- 
ests of West and South on the one hand, and the East on the other. 
New England was ahnost ready to secede from tire Union because of 
the unwanted War of 1812. Later the South did secede, preciprlatrrjg 
the fratricidal War Between the States 



A great factor in tlic migrations to the West was llie (ii‘N*elopmpnt 
of an adequate transportation system. Alltiough Anicncu was blessed 
with great rivers, most of these streams ilowed north aiul south, while 
the movement of population was east and west^ Thus, at hrst it was 
virtually impossible to move die grain crops beyond llu' numntuins in 
exchange for the manufactured goods of the Kasl. Soon, how Ihrce 
major rhgnnftls of bade were opened. Shortly allt*r th(‘ Ih’volution the 
value of all-wreather toll turnpikes was recognized. Soon most of tlu* 
cities of the land were connected by hard-surlaeed road.s of dm able 
construction. Outstanding in this regard was the S:^-t miles of tho 
National Pike which ran from Baltimore to \'andalla, Illinois. .\t the 
same time, waterways were not neglected. The inxenlion ol ila* sli*ain- 
boat made heavy river traffic a pos.sihility, while an inlerlaeing lU't- 
work of canals supplemented the work of natuvi*. The most noteworthy 
achievement in canal building was the Erie Canal ( 1^25), which con- 
nected New York with the West, insuring to that melropoli.s its posi- 
tion of pre-eminence as a port. Finally, the siic('t*sslul d(‘V(‘lojmieul of 
the steam railroad after 1830 revolutionized tian.sport. A vt'ritahle 
mania of railroad building was to sweep the coiiniry. By 1800 c*vciy 
important city in die East and South could he reached by rail from 
the Mississippi valley. 

Concomitant with the growth in transport was an iiioiease in spec- 
utation, already noted in coimection with land. In each of the three 
great channels of bade— turnpikes, canals, and railroads— imagination 
tended to outsbip reality. The resultant conslrnction i>f higli-eost un- 
economical routes was to lead to inevitable delation and ])aukiu]}tcy. 
Given the extent of the boom, the consequent recession was bound to 
have widespread and serious consequences. Rojnidiation of d(‘bt, (weii 
by the states of the Union, was not luicommoii. Europeans, with any 
knowledge of their investments in die entorpii.scs of this jieriod, niu.st 
have smiled ironically at our tirades against debt repudiation during 
the Nineteen Thirties. But Americans suffered alsf), a.s the panics of 
1819, 1837, and 1857 brought ruin throughout the land. Movcniver, the 
corruption and blackmail inaderft to the seeking of government grants 
to the promoters did little to bolster confidence in tho intogvily of our 
public officials. 

Extension of bansportation in the new lands made commercial egri- 
culture practical. In the South and Southwest, cotton was king. The 
invention of die cobon gin permitted plantation owners to .supply the 
enormous demands of American and English factories alike. Willi the 
expansion of the cotton market, the demand for steady and cheap 
labor enbendied the system of slavery in the South. In addition to 



cotton, such products as tobacco, sugar, rice, and hemp became im- 
portant exports of the Soudiland. Inevitably this region was drawn 
into the one-crop export economy which was to reduce her to ccoiioinie 
vassalage. High immediate profits blinded planleis to this danger, and 
luxunous standards of living prevented the accumulation oi capital. 
As a result, the South, like the West, was in debt bondage to thi- North, 
with the inevitable accumulation of bitterness which this slate pro- 
duces. 

The West at first specialized in the raising of livestock. Cc'real grains 
could not be easily transported before the advent of canals and i ail- 
roads, except in the form of meal, whisky, and similar eoneentrali'd 
pioducls. Hogs and cattle could be driven to the market, oi meat could 
be preserved by smoking or sailing. Bui with tlu* iiicieasc in trans- 
poitation facilities, com, wheat, and oilier cereals could b(‘ sent di- 
rectly to the East and Soiilh. Western competition tlicn lorct'd New 
England to abandon this typo of farming and to turn to v(‘gctahle and 
dairy products. Once the metal plow was invf*ntcd to break the soil 
of the plains, and mowing, reaping, and threshing machines galh(‘red 
in the abundant crops, America beciune one of the git'at iood-pro- 
ducing nations of the world. Since tliis d(‘velopinent eoincid(*d with 
the repeal of the English Coin Laws (1846), which had cinhargocd 
England’s importation of foreign grains, an export as well lus a donieslic 
maiket became available lor our cereal crops. Tliis dev(*lopment 
turned the attention of die West lowaids the markets and ports of the 
East, thus breaking the West’s aUianec with the Soiilh, an alliance 
which enabled the debtor groups to exercise political conliol over the 
East. In desperation, the South broke from the Union. 

The East Also Prospers. It was to be expected that the growth of 
the West was to have its impact upon the East. In goiiml, the Kast 
was opposed to the opening of Western lands, since it drew lalior and 
capital from Eastern commerce and industry. Yet, the waves ol Euro- 
pean immigrants supplied abundant labor, and capital, while not 
plentiful, was never serioasly lacking. Furthcnnoi(‘, as the West gn‘w 
and piospeied it furnished markets for the manufactures ol the East. 
Even though it drew funds away, it repaid them with enounous inofits. 
In this land of opportunity, there was enough for all. One could grow 
rich, without anoAer becoming poorer. Such, at least, was ihti picture 
between die War of 1812 and die struggle of 1861-1865. 

After the War of 1812, commerce was resumed with Europe on die 
basis of reciprocity. Treaties were signed with Great Biitain, Frunct*, 
Prussia, and many other nations, opening their ports for mutual tiade. 
As a result, American shipbuilding and commerce pro.sp(»red. Oik* 



daring innovation was the packet ship, whicli siiili’cl rogiilsir loutc.s on 
schedule, instead of waiting for cargoes and sailing accoi dingly. Such 
excellent service naturally stimulated tiade. Anothi’i' Ainciifan con- 
tribution was the clipper, a fast sailing vessel used priaianlv foi the 
great distances of the California and Far Eastern trade. Whaling and 
fishing also produced a demand for ships. It was only when I^ngland, 
with its more highly developed metallurgical indushy, onlstrippi'd 
us in the building of iron and steel steamships that Aineiica lost Us 
pre-eminence in shipping. During this period we imporU’d textiles, 
metals, earthenware, and wines from Europe; molasses, sugar, rnni, 
and cofFee from the West Indies and South America; and tea, silks, 
china, and spices from the Orient. Most of our exports eonsistc’d of 
Southern cotton, rice, tobacco, and sugar, with ceicals, wool, furs, and 
naval stores from the Noith and West rounding out the balaiie(\ 

The growth m commerce was paralleled by growth in mimujuclur^ 
ing. For a long period, manufacturing had been a secondary consid- 
eration to investors. Land and transport offered inoie hicialiv(‘ outlets. 
Furthermore, the chaotic banking and currency system inlerfer(‘d with 
long-term planning, A government dominated by Southern and West- 
ern planters was not interested in the protective tariff or other <'ncour- 
agments to industry. Yet, the resourcefulness of the indiLStrialist gradu- 
aUy overcame these obstacles. First the textile industry prosptTt’d, 
after a strong start when English imports were cut off during llu^ Wav 
of 1812. Foundries turned out met^ stoves and machine .shops pro- 
duced textile equipment. Meat processing became more and more a 
matter of large-scale enterprise. Boots and shoes, roady-inado elotli- 
ing, woolen and worsted goods, and leather were other typical prod- 
ucts, most of them made in the states of the Northeast. Ilc'ro skilled 
labor enjoyed a fairly good living, mded by the first trade union move- 
ments, which had some strength from 1825 on. Unskilled labor had a 
harder lot, but exploitation never reached the depths which il allaiiied 
in England. While conditions seem harsh when compared to modtiru 
standards, and there were revolting abuses of child labor and panp(‘r- 
ism in the cities, the real hardships resulted from periodic cri.scjs which 
threw thousands out of work. Even here, however, the availability of 
free land tended to lessen these bitrdens and make more bearalrle tire 
lot of the worker. 

It may seem presumptuous for the present generation to cavil at 
nineteenth-century panics, since even today economists disagree coii- 
cenring the causes of depressions and confess their impotence to jrre- 
vent them. Yet, there were two recurring features in these panics 
which ultimately led to reform. The first was the mania for speculation 
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which characterized the land and transpoitation policies of the pciiod. 
This trend was to persist, with tragic consequences, throughout th(' 
century and into the next, when the Secuntics Acts of 1933 and 1934 
removed many of the abuses. The second featme was the subordina- 
tion of the banldng and monetary system to these speculative opera- 
tions. To accomplish this objective, many state banks were careless in 
their issuance of notes and in their investment in risky securities. The 
proposed remedy was furtlier aggravation of the situation through 
monetary inflation (the silver controversy) rather tlian restriction ol 
speculation tlirough moie centralized banking control and more con- 
servative management. Real reform was to await the Federal Reserve 
Act of 1913 and the Banking Acts of 1933 and 1935. 

Throughout the period, accordingly, tlieic was great growth, but also 
an increase in internal xtressrs and sirains. Ultimately these tensions 
wore to threaten the stability of the Union. The plantation economy 
of the South .and the industrial capitalism of the North were moving 
towards armed conflict. Tlie South wanted a low tariff; the North de- 
manded protection; the South sought land expansion to the West, aided 
by easy money and banking laws; die North wished to retain its pop- 
ulation and to liave a sound and conservative banking system, l^or a 
while a balance had been stmek. Northern economic power was 
countered by Southern political power, gained through an alliance with 
the West. But when transport linked West and East, and when those 
sections joined on a policy of high taiiffs and free land, their mutual 
concessions proved too much for the South. It had now lost its po- 
litical power and seemed destined to bo a colonial appendage to the 
North. Jefferson Davis openly chazged that the Homestead Act was a 
move to “gain a majority in the Congress of the United States and con- 
vert the government into an engine of northern aggiundiscmcnt . . . 
that your section may grow in power and prosperity upon trca.suros un- 
justly taken from the South . . . you want, by an unjust system of 
legislation, to promote the industry of the New England .states, at the 
expense of the people of the South and their indusby.” •* Tlic South 
now depended upon the North for manufactures, transport, and finance. 
Widi political dependence in the ofling, secession ap]icar(*d to be the 
only remedy. Secession was decreed, and the War Between the States 
was declared.® 

- Cf. G. A. anti M. R. Beard, op. eft., Vol. II, pp. 5-6. 

"For readings on tins period, see H. U. Faulkner, op. olt., cl is. 10-17; C. W. 
Wiight, op. cit., chs. 16-28, C A. and M. R, Beard, op. c'U., clis 0-18; G. Myers, 
History of iJie Great American Fortunes (Modem Libraiy), P.irls I and II; F J. 
Turner, The Frontier in American Ilistonj (Hull), P. W. Bidwcll and J. I. Fal- 
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A GIANT AMONG NATIONS: 1860-1945 

The war between brothers followed the economic pattern of all wars. 
Industrial production was stimulated, especially the manui acting' o( 
woolen cloth for unifonns and machineiy for inijdenu'nt.s ol war. 
Farmers, taking advantage of tlie oppoitunity provided by the Home- 
stead Act of 1862 and of the needs of tlic nation, expandi'd their out- 
put enormously. Railroad building incieased apace. The eo.st ol li\ mg 
lose, as the government resorted to inflationary expansion ol c'urr«*ney 
to meet the expenses of war. Only the South suflcrcil, although f'vi’n 
here some commerce was canied thiougli the blockade. WIk-d tlie 
struggle ended, the South was impoveiishcd and bankrupt. I’he Noith 
and West were on tlie eve of momentous growth.'* 

Vicissitudes of American Agriculture. After th(‘ wai, the sparsely- 
settled states of the nation were rapidly popnlat(*d. I’lie reenriing 
waves of immigration from Em ope, added to favorabli' laud law.s, led 
to a substantial inciease of population in the Far W('.st. Colonido, 
Idaho, Montana, Nevada, and Arizona were opened up by pro.sjn>eloi.s 
during the Sixties. Next came the era of the lancheis in ICausa.s, N('> 
braska, and other states on the open plains. Finally, the larmer.s, en- 
couraged by federal land policies and the coming of lh(' traihsconti- 
nental railways, encroached upon the randicrs and broke lh(‘ soil ol 
tlie plains. Two technical developments made thi.s t'xpan,sion po.s\sihl<‘, 
namely, the manufacture of cheap windmills to draw water, and tlie 
invention of barbed wiie for fences, which made enclosure possible in 
a region where theie was neither timber nor stones for the mor(‘ iMili- 
tional type of fencing. By 1890 the frontier had largely vaiiislied, ami 
agricultural giowth was moie often intensive than extensive. 


conef. History of AgricidUue in the Northern United States, 1020-1 SnO (Chmegie 
Institution), L. C Gray, History of Agriculture in the Southern UnUrtl States 
to 1860 (Carnegie Institution), V. S. Clark, llistonj of Manufactures in the Uuiteil 
States, 1607-18^ (McGiaw-Hill), E. R. Johnson and others, history of Domestic, 
and Foreign Commerce in the United States (Carnegie luslitulioii); B II. Mcmt 
and C. E. MacGill, History of Transportation tn the Untied Slates Before IHOO 
(Carnegie Institution); J R. Commons and otheis, /listoii/ of jMhor in iho United 
States (Macmillan), Vol. I, and W. T Shultz and M. R. Ciiiuc, Financial Dei ehm- 
ment of the United States (Piontice-Hall) ' 

^ In ihis section, die need for brevity compels the use of occasional scniilcelim- 
cal terms, such as “mflalion,” “fiat money,” and ollieis, and also mcic alhwaijis to 
important laws which weie passed dunng die period. Siieh luims, and any i.i\v.s 
which have substantial current influence upon economic liie, aic ('Vpluncil liilly 
in relevMit chapters. Students wishing explanation!, at diis time should coiusult the 
appropriate chapters and index references 
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An important element in intensive exploitation of land was the 
further mcchamzaiion of fanning. Harvesting machines were; im- 
piovcd, and superior plows, harrows, and cultivators pcnniltcd plant- 
ing to keep pace witli the possibilities of harvesting. The horse as a 
source of motive power was supplanted by the gasoline motor. Sei- 
entific bleeding, planting, and husbandry improved the quality of faim 
prodnels, with both fedeial and state governments .subsidizing research 
and experimentation. Land grants were given so as to turni.sli finances 
toi stale agri cultural .sdiools. Inrigation and reclamation added to the 
acreage ol available improved land. In the course of these develop- 
ments, the center of cereal production remained the Middle West, 
whil(^ the South concentrated uiion cotton and tobacco. Wiscon.sin and 
Minnesota led in dairy products, Maine and Idaho became famous for 
potatoes, Gmnecticnl produced onions and tobacco, and the Middle 
Atlantic stales favored vegt'lubles and berries, while the Far West 
marketed over hall the nation s fniit. The Southwest became an im- 
poilant producer of cotton and the Mountain Slates cultivated sugar 
beets. 

From the description of the great forward strides of farm production, 
one might iinaginti that the farmer had entered upon an era of nninlcr- 
luptod ])ro.sperity. In fact, the contrary was more nearly llio tiiilli. 
Except for the first two decadc.s of the present century, the farmt'r has 
been in almost continual distress. In his complaints there lun many 
recurring themes.* debt, exjiloitation by middlemen, fluctuating markets 
and uncertain pi ices, and, by coiilra.st, the definite certainty that manu- 
factm cd goods purcha.sed by him will bo e,xpcnsivc. As the Farmers 
Alliance put it in August, 1890: “There are three groat crops raised in 
Nebraska, one is a ciop of com, one a crop ol height rates, and one a 
crop of interest. One is produced by the famiers who by sweat and 
toil farm the land. The other two arc produced by men who sit in their 
offices and behind tluiir bank counters and farm the farmers.” 

In spile of the llomc'slcad Act, the farmer went into dohl to obtain 
his land. He found that corporations, through dummy agents, had 
pre-empted the mo.st valuable tracts. He had to buy at their prices, 
Fuilhcr, when he hoi rowed to expand production during llie War Be- 
tween the Slatt?s, he had to pay high, inflationary prices. After the 
war, the policy of government was to contract the supply of green- 
backs and to 1 educe prices. But debt did not go down as prices de- 
clined. The same story was repeated, with minor vaiiations, during 
the First World War. In each case the farmer expanded production 
to record heights, only to have the abnormal demand contract when 
peace was lestored. When this contraction was superimposed upon 
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a decline in exports due to competilion from the Ai genii jii* uucl the 
Orient and to European nationalism aftci the War of 1911, ho was in 
grave distress. As a final afiSiction, he found that an impi’ilecl banking 
system forced him to pay high interest rales and to beai the biunl oi 
speculative panics which periodically swept tlic nation. 

Agriculture was also exploited by middlemen. Uneeonoinie rail- 
roads, with theii* stock watered by the financial chicant‘vy to ln‘ de- 
scribed presently, tried lo recoup iiieir losses by discriniiuatorv iroighl 
rates. Food dealers and processors, speculators on the grain and c‘otton 
exchanges, and opeiators of elevators, meat packing houses, flour mills, 
and the like were successful in buying cheaply and .soiling di'arly. In 
the meantime, tariffs protected monopoly profit.s and high pi iocs in in- 
dustry, witli the fanner forced to buy at inflated prices, while stalling 
his goods at competitive prices. 

The only recourse left to the farmer was political. lie oigauizi'd the 
Granger movement, so-called from the ‘‘Granges” or local loclgi‘s of the 
Patrons of Husbandly, a national rural organization. The (Ii(*enl>ack 
and the Populist parties were expressions of his demands for leforni. 
Their attack was primarily against the problem of debt and llu‘ir .solu- 
tion was currency inflation, either duough the printing of nunc green- 
backs (fiat money) or thi-ough the unlimited coinage of silver at a 
ratio whereby sixteen ounces of silver would be equivahnil lo one of 
gold. In addition, they attacked the abuses of the railroad and indius- 
tiial monopolies. While these movements were un.siicces.sfnl in aeliicv- 
iug their financial program, they did much to initiate .slate and federal 
reform legislation for industry and the railroads. Even their moiuy 
agitation bore fruit, since it led to successive government efforl.s to 
alleviate farm credit problems. 

Among the government aids to the farmer were the Fedi'i al Rest*m‘ 
System (1913), founded for many reasons but, in part, to jirovido bel- 
ter medit facilities for the ruial regions; the Federal Farm Loan Acjl 
of 1916, which established Federal Land banks for loug-teriu loans 
and mortgages; and the Agricultural Credit Act of 1923, whieh aimed 
to fmnish short-term credit by establishing banks lo disoonnl .siicli 
notes. These credit agencies were consolidated under die Faun Credit 
Act of 1933, and supplemented in the following years by law.s aiding in 
refinancing farm debts and repurchasing land after foreclosure. Other 
legislation aided by increasing tariffs on farm products (1922 and 
1930) and by facihtating marketing (Agricultural Marketing Act of 
1929). This latter enactment encouraged loans to faim co-operativc.s. 
A more direct attack on the farmers* problems was the attempt to rt:- 
strict production to the level of demand by the Agriculluial Adjust- 
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incnt Acts of 1933 and 1938. The result of these laws was a definite 
improvement in faim income. With his economic status assured, the 
Ameiican fanner contributed nobly to the Second World War by 
eclipsing previous production records, although handicapped by labor 
and machiiK'ry .shoitages. 

Rcwlullon in. I'ransport. After the War Between the States the na- 
tion enter'd into an cm of railroad huildin^f. The first transcontinental 
mad, the Union l^icifie, was eoiiijileted in 1869, to be followed by the 
Northern Pacific and the Great Northern. By the middle Eighties all 
the spans aeurss the coiinti y had been ccjiistrueted and the great trunk 
lines to Chicago were in opi‘ralion. Willi the passage of lime, improve- 
ments weu‘ made in the operation ol the loads. Steel rails and bridges 
leplaeed iron; seiviee was improved by Diesel and electric engines and 
by iho addition of sleeping ears for passengers and refrigerator cars for 
food. Standard-gauge tracks led to nniforinity, wliilc air brakes and 
other d<’vie<\s eoiili ibnled to safely. TIic ultimate development to date 
is the air-coiidilioned, streamlined, all-room train, which promises much 
in .speed, privacy, and comfort In llie nieanliine, because of abuses 
which will be dc‘s‘ciibed subsefiueiilly, government regulation through 
the Interstate. Coniincrce (Jonmiission (J887), the Hepburn Act 
(1906), the Mann-Elkins Act (1910), and the Tiansportation Acts of 
1920 and 1940 put some order and justice into chaotic rate structures. 
A similar result was forlhcoining from the consolidation movement 
which startc'd during the Eighties in the attempt to cut down unre- 
strained competition. By 1906 most of the railmads were in the hands 
of seven great systems dominated by investment banking houses. 

For shorter hauls the electric railway has been favored since it was 
inaugurated in Kansas City in 1884. Without sudi intemal transport, 
great cities could hardly have existed, Moiu revolutionary in its effect, 
however, was the automobile^ which was used in earnest after 1905. 
When Ji'ord produced the famous Model T, tlic automobile became a 
commonplace). In its turn it led to the oxtensivo roadbiiildiiig which 
diaraclerized the Twenties. The social effects of this invention arc in- 
calciilabh*, since it broke the last barriers of isolalion between difTercnt 
regions of the country. An even heavier blow to isolation was dealt 
by the airplane. Since 1919 it has been in commercial use, and iho 
military developments of the Second World War have so pesfeeted 
it that great postwar expansion can be expected. In the meantime, 
slower methods of transportation have not been neglected. Inland 
waterways arc being constantly improved, and a Chicago-to-lhc-sea 
waterway by way of the St. Lawrence is the subject of much discussion. 
General federal control of all transportation was achieved by the Motor 



Cairiei Act of 1935, the establishment of a Civil Aoroiuiiitics Aclmin- 
istration in the Department of Commeice (1940), and the oxtonsion of 
ICC authority to inland and coastal water carriers by the Traiisporl.i- 
tion Act of 1940. 

It has been asserted that our progress in Iranspoitation had a pro- 
found effect upon our victory in tiie Second World War. 'J’Jiis wai w.ls 
above all a war of fast mechanical movement, and our aulomolivc 
genius was in large measure responsible for outstanding inihlary 
achievements. At home our transportation system woiked man els in 
spite of enormous handicaps. Particularly notable was the aehievenient 
of the railroads, which carried abnonnal quantities of freiglil and pas- 
sengeis in spite of a depression-caused shortage of eepupment. In 
contrast to the First World War, the railroads were not taki'ii o\’er by 
the government, although the Office of Defense Transpcntatioii (mi- 
forced co-ordination and control. Equally noteworthy was the rec'ord 
of buck and passenger automobile bansportation, this in spiti' of a 
rubber shortage occasioned by the Japanese seizure of Malaya and tin* 
Netherlands Indies. War goods moved on time and in adecpiati* <(iiaii- 
tity, supplying battlefronts more extensive than histoiv has (*vei known 
before. Communications likewise developed during the jieiiod, as th(‘ 
telephone, telegraph, and radio became commonplace. Of outstand- 
ing military value were ladar detection instiumenls and frctpu'ney 
modulation (statidess) and directionally beamed radio. 

The Growth of Commerce, In 1858 die Great Atlantia and I’aeific 
Tea Company was founded, Woolwortii Stores started in 1879, anil 
Montgomery Ward & Company was begun in 1872. These* develop- 
ments were symptoms of and preludes to the great change which wjis to 
come over American commerce during the late nineteenth and early 
twentieth centuries. Distribution on a mass scale, fostered by iwpen.sivc* 
advertising campaigns, provided a new stimulus to coinineicss. The 
marketing of standard, attractively packaged products was a pleasing 
and successful innovation. From the consmner viewpoint, purchasing 
was made easier by the widespread use of the instalment sale leeh- 
nique, particularly dming the Twenties. On the seamy side ol the pic- 
ture, there was considerable deception and adulteration piacliet'd. 
Shoitog revelations of unsanitaiy practices, dramatized by Ujilon Sin- 
clair’s The Jungle, jolted the nation into enacting the Pun* li’ood and 
Drug Act of 1906. In turn, glaring loopholes in this law wen* closi‘d to 
a considerable degree by the Food, Drug, and Cosmetic Act of 1938. 

Wliite internal commerce was expanding, foreign trade multiplied 
twenty times over its 1860 level. The tremendous growth of indusliy 
led us to seek foreign markets, advances in the technique of watei 
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Iraiispoitatitm ami in coinmunicatioiis by cable (1866) and ladio 
(1903) facilitatt'd the nioveineiit of goods; while improved banking 
and credit facilities aided materially in the financial aspects ol trade. 
The Department of Commerce (1903, 1913) developed evtensive pio- 
giams for aiding navigation and commerce. Indirect subsidies for 
sliipbnilding in 1920 and 1928, and direct subsidies in the 1936 act 
creating the United States Maiitime Commission, led to incieased ship- 
building. During llie Second Woild War, Ameiican shipbuilding 
reached the staggi'ring total of twenty million tons a year ol coniiner- 
cial vessels. "I’lie majority ol these ships were the .slow and relatively 
iiicfiicient Liberty .ships, later to he i (‘placed by the fastei. turbiiie- 
prop(‘lled \'iet(ny ships, hut many first<'lciss cargo vessels were pio- 
diiced. At ihe elose ol the war, a gieat .suiplns ol .ships is expected. 
Amc'rieaii inerehant maniu' could once again have, the ascendancy 
which it po.ssessed in the days ol clipp(*rs and packets. 

With the jiassing of tinu', Am(*riea has been oxpoiling relatively less 
food and raw nuUeiials and n‘latively more inaiiulaetuved and semi- 
niannlactnied goods. As iiidustiy r<‘ached its highly d(‘veloped state 
and domestic population inereased, crude materials could he used on 
the lioiiK* market and even imported, while our automohiles, type- 
wi iters, ami oth<‘r inaehhuTy were extensively adopted. A factor in 
this trend was tlm gradual iiKTea.se of tariff.s, which during the 
period following 1860 became piimarily an instrument of prol(‘ctive 
policy rather than a sonice of reveime, Ilardly a tariff act was enacted 
.since that tim(’ which did not raise rate's. Outstamliiig W(*re the Mc- 
Kinley Bill ol 1890, the Fordiiey-McCmnher taiiff of 1922, and the 
Hawlcy-Snioot Act of J930, the latter passed in spite of the protests of 
one thousand American economi.sts. The taiill had become a political 
issue, with R(*pnhlicans favoring jirolectionism and Democrats eoii- 
trihnling what few Tcclnetioiis there wc‘U> during the peiiod. A re- 
versal of tivn'd oeeuiu'd in 1934, after the 1930 tariff was blamed for 
intensifying the d(’pr(*ssion. With the jia.ssago of the Tiade Agiec'iiKmts 
Act ( I93i), reeijirocal trade agrmnents were sign(*d with nearly thirty 
nations, when'hy mnlual tarill’ reductions weie accepted. The jiolicie.s 
of President 'rininan indicate, that strong efforts will he made to 
(xmtiinu* the piograiii as a peimanenl element in AiiKTican liade policy. 
]nd(u*d, tluf 1945 extension of tins Act gave the Presidc'iil even luort; 
liberal powc’rs to reduce tariff.s. 

An inteiTsling sid(*lighl of onr trade policy was the Am(‘ricaii ex- 
cuision into huprrialistn, in pursuit of onr “manifest destiny.” In the 
effort to seciiie markets and raw materials, investments were made in 
Cuba, China, South Aiiieiica, and otlier uoiiindustrial regions. The 
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Spanish-American War in 1898 was fomented by irresponsible journal- 
ists and a small group of imperialists, including th(' luluie presid(‘nl 
Theodore Roosevelt. The conclusion of die wai loft us with the* Philip- 
pines, Puerto Rico, Guam, and a protectoiutc over Cuba. In ordei to 
bmld die Panama Canal, we recognized Panama’s secession (loin Co- 
lombia and prevented that nation from crushing the revrdt. bi 1905 wc* 
took over customs collection in the Dominican Republic, in ordei to 
seivice its external debt. The First World War was our excuse ior 
armed intervention in Haiti to “protect” it from German aggrc'ssioii and, 
incidentally, to safeguaid the investments of American lnink(‘rs. Our 
interests in militaiy security called for frequent aimed iiilervi-ution in 
Nicaragua and for tlie purchase in 1917 of the Danish Virgin Islands. 
In 1914 and 1917 our aimed forces entered Mexico to “pacify bandit.s*.” 
In regard to our possessions, our colonial policy has varied from t'xeel- 
lent in the Philippines to only fair elsewhere. Generally the govern- 
ment secures improvements in education and sanitation, but American 
commercial interests exploit native labor. 

The policy of American imperialism in Latin America was rt‘vei.si*(l 
by the Good Neighbor policy of President Roosevelt, expre.ssi'cl in llu* 
Montevideo Conference of 1933 and the Lima Conlereiici* of 1938. hi 
regard to Europe and Asia, three neutrality acts culminating in the 
Act of 1937 led to a poKcy of virtual nonintercourse with Iielligeu^nts 
in the effort to avoid inflammatoiy incidents. In 1941, however, tlie 
feeling that Axis victories and their “fifth-column” activities in the 
Americas threatened national security led to the adoption of tin' Li‘iicl- 
Lease program. Trade carried out under this act, and the hardening 
of our pohey towards the 1937 Japanese invasion of China, led to 
the Pearl Harbor attack in 1941 and plunged the United Stat(*.s into 
the Second World War. This was ended in 1945 with tlie. uiicoudi- 
tional surrender of Germany and later of Japan. 

Industry Reigns. The growth of American industry ha.s b<'cn con- 
tinuous and phenomenal. It nearly doubled during the d(*cadt' Jol- 
lowing 1860, great spurts forward were taken after 1880 anil 1910, 
while expansion since 1940 has amazed the world. From products 
valued at one billion dollars in 1849, annual industrial oulpul has in- 
creased to an average of sixty billion in peace-time years and far over 
one hundred billion during the Second World War. Even with allow- 
ance for increasing price levels, this growth is outstanding. In the 
early years, the processing of agricultural products wa.s imjiorlant, 
with flour, cotton, lumber, shoes and other leather products, wool, and 
liquor leading the list. By 1914, iion had moved from fifth to second 
place, and befoie the lecent war, iron and steel were om- fiist piodncts. 



Motor vdiiclcs .uid rdalcd iiidn.strics, clcclriciil piodiicls, and piint- 
iiig and publishing arc also leading pcacc-lime products, with meat 
packing, bread and bakciy goods, cigaicttcs, and cotton material the 
chief contributions fiom agricultural raw materials. Our unsurpassed 
natural rc'souiees, the gieat increase in population to furnish both 
labor and consumers, tremendous advance's in industrial technology, 
and the. abundance of enterprise and managerial skill all contribute 
to our pre-i'inineiic(’. In us(* of power and resourcefulness oi labor and 
indnsliy, Ainericu is nnicjiie. Uiuiuestionably, the major inilitaiy 
blunder of the Axis during tlu' Second Woild War was the failure to 
evaluate corrc'etly this indiistiial potential. 

At first, industry in the United States centered about the Nortlieast, 
wheie both labor and capital w(*re ])resent in abundance. Improved 
tiansportation and the availability ol raw materials later led to indus- 
trial coiieentialioiis in ibe Middle West. The Mountain States con- 
ceiiliated on metal smelting and refining and the Pacific States special- 
ized ill proei'ssiiig agricultural and liimbc'r products. The' Tennessee 
Valley Authority symholi'/ed the po.s.sihility of liirther industrializing 
the South, due effect ot llu’ Second World War was tho increase in the 
physical deci'nlralizalion of industry, while economic conccntiation 
was heightened. 

During this goni’ral period, labor was attempting to match the eco- 
nomic power of iiidustiy. It was at this time that the first ol Iho unions 
which sill vivo today was f()iuKlc*d. The railroad brotherhoods led tho 
procession dining the Si\ti(*s, whc*n engineers and firemen were or- 
ganized. By the cud of the dt'cado, no less than thirty-two national 
unions were endeavoring to combat the inequality and discrimination 
whidi followc'd the war. With hiu'd times in the following decade, 
labor organization suffered .severely. Only by means of a secret or- 
ganization, the Noble Order of the Knights of Labor (3869), were un- 
ions able to survive. 7’he Knights grew rapidly to an aggrcs.sivc na- 
tional union, organizc’d on geographical rather than craft or industrial 
lines. They reach(*d the zc'nilli of power in 1886, when public reaction 
to their militant tactics, unsuccessful strikc.s, and internal weakness 
caused by faclionalisiii and poor leadenship l('d to their eelip.se. 

Tho year oi the di’cliiu! of the Knights marks the formal organization 
of the American I^’i’deratioii of Labor, a conservative organization of 
craft and indiislrial iinion.s, with the former predominating. Their out- 
standing leader was Samuel Gompers, who lived to see his organization 
reach great strength and prestige during the First World War, only 
to lose it in the aggressive campaign by industry for lli(‘ opt'ii shop and 
the “American plan” during the Twenties. Side by side with the con- 



servative craft unionism of the A.F. of L. was the rovoliilionaiy in- 
dustrial unionism of the Industrial Workers of the World. Tlu* l.W.W. 
was founded in 1905 by Eugene Debs, William Haywood, and other 
radicals. It was syndicalist and anarchist in its mciitalilv and thus 
aroused great public opposition. During the war oi 1914 it had less 
than a hundred thousand members, compared to th(' two million of 
the Federation, but its enthusiasm and techniques oi \’ioleiiee and 
sabotage brought it into unfavorable prominencu. Its ojqxjsition lo 
that war cut into its strength, with the result that afterwards its incni- 
bers were largely absorbed into the Communist Party, to iollow the 
vagaries of the lifting party line. 


During the Twenties labor waged a bitter and uiisuccossfiil slrnggh' 
against the organized might of capital. Couservalivi* j\idg<‘s struck 
down reform legislation as unconstitutional and injiuictioiis were issued 
freely to break strikes by forbidding picketing. Even Ihi* ShiMUian 
Antitrust Act of 1890, directed against busincs.s monopoly, had been 
used to stiike down legitimate labor activities. In llu* lucauliuic, the 
more ruthless employers resorted to intimidation, the blacklist, strike- 
breaking by gangsters, organized violence against striking workcr.s, and 
other drastic means to keep down labor. Their more hiiuuuu‘ biolIicMS 
promoted welfare schemes, such as stock sharing, profit .shaiing, and 
company unions, to accomplish the some result. Ncvcilliclcss, hibor 
activity was successful in raising real wages in step wilh incrcusi’d pio- 
ductivity duiing most of the peiiod after 1860, cutting down llu* hours 
of work in industry from twelve or over to eight, passing coinjK'nsation 
laws for industrial injuries, and protecting somewhat the labor of 
women and children. At the same time, the clccliuo in immigration 
removed a potential source of competition. 

Labor received a great opportunity lo recover when the f.imons S(>c- 
tion 7a of the National Industrial Recovery Act ( 1933) guanintei'd tlu? 
right to organize. This guarantee was considerably strenglhened ])v tlu* 
National Labor Relations Act (1935) which inaugurated a dj'iiniti^ 
policy of protecting the right of workers to join unions. The resnll was 
a tiemendous surge of organizing activity, spurred on by the Uniti'd 
Mine Workers of the A.F. of L. and their picsideiit, John L. Lewi.s. 
Lewis fomed a committee to organize mass production workers along 
mdustrial rather than craft lines. When Ihe A.P. of L. gave only luiH- 
hearted support to this policy in its conventions of 1934 and 1935 and 
naUy gelled the committee in 1936, a new organization was born, 
me militant, progressive Congress of Industrial Organizations (1938). 
Both the A.F. of L. and the C.I.O. continued to grow in spile of their 
internecine fights until by 1944 each had nearly seven million mem- 



bers. During the Second World War, labor renounced its right to 
strike and r(‘ceived in lum from the War Labor Board, fonned to 
handle all waitimc labor disputes, a “maintenance of membership” 
clause. This clause, which hound union members to retain member- 
ship for the duration of the existing contract, protected the unions 
from several bitter assaults based on alleged interference with pro- 
duction because of strikes, abseutceism, and the fmty-houi week. Im- 
paitial obseners felt thal these attacks were ill-advised, and tliat the 
record of bolli industry and labor during the war was substantially be- 
yond reproach. 

As a result of strong union pressure, several laws to help labor were 
pa.ssed during tbc' I’hiitics. Among the.se were the Fair Labor Stand- 
ards Act (19 j 18), which set inininniin wages, establi.shed overtime for 
hours worked in <'xee.ss of loity, and prohibited most types of child 
labor. Tlie Siieial Seenrit)' Act (1935, 1939) established uncmploy- 
nienl insurance, old age relirement lunds, and an extension of public 
liealih service. Tlum the Waksh-flealey Public Contracts Act (1936) 
enforced prerailing wages upon industiies seeking most public con- 
tracts, then'liy eliminating many regional wage dilTercntials, Finally, 
the National Employiuent Service Act (1933) promoted national 
iacilities for emjdoyment service. Under this act, federal-state employ- 
ment offices were widely orgaiuzcd. During the Second World War 
the United States Kinployment Service, founded under this act, to- 
gether with the War hlaiipower Commission coiiti oiled the conditions 
of waitiiiie eniploymcmt. Thc.se emergency legulalions were well ac- 
cepted, but nmch bitterness developed over War Labor Board stabiliza- 
ti(ni of wages unaccompanied by an equally successful control over 
juices. In the attempt to acquire political pressure equal to that of 
farm and indu.sliy, labor in 3944 abandoned its traditional policy of 
iicutiality between presidential candidates. Tlic C.I.O. formed a Po- 
litical Action Committee to sujjporl the re-election of President Roose- 
velt, while many leaders of A.F. of L, gave similar support, al- 
though its executive council refused to take a stand. The success ol 
this policy apj^arcntly safeguarded labor’s political gains for an addi- 
tional four years. 

High Fimneo. The growth of American business was largely made 
po.ssib1c by the financial device of the corporation. The corporation, 
as will be explained later, is an instrument whereby large sums of 
money can be gathcied, far more than could be raised even by wealthy 
men. By its use, the means were acquired to finance the great mass 
production factories and the other large-scale enterprises which char- 
acterize modem American economic Hie. It was not until after 1860 



that the coipoiation was commonly used licrc loi inclusliy. Bt‘fou‘ 
then it was reserved foi railroads, turnpikes, and ollu'i seinipublic un- 
dertakings. The theory was that the iminunitios and pii\ilcg<*s ^’anlcd 
by law to the corporation were such dial only limited use ol this grant 
should be allowed. With business interests in lhi‘ ascendant, ho\v('ver, 
and lucrative fees and taxes available from the issuance of corporate 
charters, states began to compete for the business. Laws became pro- 
gressively more lax. New Jersey and other states pennilt(*il tlu? loiina- 
tion of holding companies, or corporations organized to own stock in 
other fi rms and having no tangible assets of their own. Olli(*r devices 
allowed were the issuance of no-par stock, nonvotiug stock, vaiious 
types and classes of secuiities vwth unequal voting powers, tlu* sale of 
stock options, and scoies of similar privileges, many of which led to 
grave abuses. 

The spirit of individualism which pcrmeat(‘d the ninc‘leenth etmlury 
led to shocking excesses. Thus, some of the most valuabh' oil, timber, 
and mineral lands of the nation were obtained by the usi* oi cpu'slion- 
able means. Many were occupied under the fi'deral laud laws, 
through circumvention of legulalioiis designed to ])roli‘el gtmuiiu) set- 
tlers. Others were granted by legislatures through bribi‘iy and black- 
mail. These were die tactics used by the railroad promotev.s to obtain 
grants of land and money. If venal politicians could not be found, 
then the threat of bypassing a region would bo clfeellvi^. 1 1 wa.s said 
by a Congressman in 1873 that **1110 House of Representatives was 
like an auction room where more valuable coiisideiations were dis- 
posed of under the speaker^s hammer tliun in any other place on 
earth.” ® These were the decades of corinption which were to produce 
the “shame of the cities,” the notorious gangs who preyed iqiou the 
body politic. While Boss Tweed ruled New York, scandals wi*re un- 
earthed witli distressing regularity at the national ca] 5 ital, paitieiilarly 
during the administration of Fiesident Giant. The coimecLioii Ix'tween 
the unsavory group of financiers, since called die “robber barons,” and 
high public officials was often too dose for complacency. 

Among the worst victims of unscrupulous promoters were Ui<* rail- 
roads. Not only did the promoters obtain, often by devious iiK'ans, 
huge government subsidies, but they were to exploit the very railroads 
which they built, often to the point ol bankiuptcy. In many eases there 
was unconscionable graft involved in the building ol railroads, re- 
dounding to the advantage of their promoters, who conveniently owned 
the construction companies. Thus the Central Pacific cost Jji.'jS, 000,000 
but the construction company was paid $120,000,000. Even more 
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scandalous wa*' the l)uilding ol the Union Pacific, througli the Credit 
Mobilicr, where tin* trad oi Inibcjy reached as high as tlie Vice Presi- 
dent To “pious” Daniel Drew and Jay Gould, the railroads weie but 
pawns in the game oi stock speculation. Profits were produced, by 
borrowing if nec(*ssaiy, to raise stock prices when desired, or losses 
revealed when “bear” raiders sought to profit by “short” operations. 
Stock was issued without any increase in actual physical value, merely 
to fill the pockets ol promoters. 

When tin* bannis fell out, then ruinous compel ilion was resorted to. 
Even an iircidi*nt of armed warfare is recorded, when Jay Gould and 
Jrm Fisk in the latr* Si\ti(’s attempted to seize the Albany and Srrsque- 
harrna lladway, which served vital coal fields. First they tried to ob- 
tairr the road by buying rrp its stock, birt a clever yoirng banker named 
J. Pierpont Morgarr orrtwitted them. N(*xt they attempted to take over 
tiro stockholdei's’ meeting by violence, brrt agairr were outfought. Force 
was met with force, bribe with bribe, and drrplicity wrth duplicity. 
Frnully it develojrt*d that ora* group held the Albany terminal and an- 
other the Birrghamtorr slatiorr. In desperation, the Albany group 
board(‘d a special train with several hrrndred armed men, to take over 
by foi'ce. Jhrt Gould and h’isk also departed with their private army. 
Tire trains crashed head on, brrt the Albany group poured orrt and 
started batlh*. Tiro Erie crrntingenl was routed, and summoned the 
Pennsylvarria National Guard to help. Next, another round of coui’t 
battles started, h’inally, Ihtr Governor of New York took over the road 
in the public interest and had th<i couits give a final decision. Such 
was the iircidenl, more Irrrid tlian fiction, which dramatized the strug- 
gles in which finance was supreme, and the public Interest a forgotten 
trifle. 

Another notaldo struggle was the fight for Erie between Vanderbilt 
and Drew, Fisk, and Gould. When Vanderbilt tried to gain control, the 
latter group issrrod millions of dollars’ worth of new stock. Vanderbilt 
went to a frii*iidly judge for an injunction, but Gould obtained a coun- 
terinjuncliorr Irorn Iris judge. Stock was printed with abandon and 
dunrped on the* niavki’l, Varid(’rl)ilt rt'pliod with a court order for the 
arrest of the Erie, grorrp, bitl Drew, Fisk, aitd Gould, after emptying 
their safi* aird cranmririg six millions into a valise, jumped into a car- 
riage and dashetl madly for tiro Jersey ferry. Some directors crossed 
tire river in rowboats, allliorrgh two were canght and clamped into jail. 
In friendly New Jersey, they threw anned gitards about the Taylor 
hotel, whimsically renaming it “Fort Taylor.” Fisk cpiippcd that he 
was taking Horace Greeley’s advice to go West. Hollywood would have 
1 ejected this scenario as implausible, but it was part and parcel of the 
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era of untamed mdividualism. Such illustrations toll boUor than any 
generalities the escapades which bankiiiptcd railroads, wieckt'd the 
fjnanftifll system through panicking the stock maikcl, and plinij’cd a 
whole nation into periodic chaos. 

While the railroad and the stock market indulged in wild gyrations, 
a somewhat moie orderly piocess of consolidalion was occniving in in- 
dustry. In the attempt first to reduce luinous coinpclilion ami thi'n all 
competition, combinations were fonnod in almost every field. TIk'so 
took the foim of pools, which apportioned jjroduction and sales; trusts, 
whereby stock was deposited with a board of li ustces who ran the i a- 
rious properties in a unified and orderly manner; miTgiTS, or the 
permanent welding together of separate firms; and holding eoinji,inies, 
described eailier as corporations which conti'ol other firms through 
stock ownership. Most notorious among the mergers was the Stand- 
ard Oil Company, which used imscrupulous and illegal mi'lliods to 
wipe out and absorb competitors. Among these inctluids were dis- 
criminatoiy price-cutting, the forcing of rebates on its piodncls lioin 
the railioads, and even collecting rebates on competitors’ shipmc'iits, 
the cultivating of legislators for special favors, and other rulhle.ss tech- 
niques which soon gave the Standard Oil absolute domiiuinci'. Similar 
tactics, even if not so eirtreme, marked the foimation of otIuT trusts. 
Monopoly was achieved in sugar, whisky, meat packing, sti‘i‘l, ami 
other basic industries. Carnegie was accomplishing in sli'cl wliul 
Rockefeller had wrought in oil. 

More peaceful methods were to characterize the work of Morgan. 
His greatest triumph was the formation of the United Stales Steol CJor- 
poration, to dominate over this basic industry. In contra.sl to the buc- 
caneering methods of the previous century, his was the suavity ol tlic 
practiced diplomat. With keen insight he realized that Iho nation 
would tolerate no longer the bold raids of Gould and Drew, or the 
ruthless consolidations of Rockefeller or Carnegie. At a fateful diniuT 
on December 12, 1900, Schwab of steel and Morgan of finance met. 
Schwab outlined the larger view springing from the prospiicts of unity. 
Morgan was convinced. Negotiation weie opened, and soon the aristo- 
crat of finance had arranged the merger of outstanding competitors in 
steel into the giant subsequently known as “Big Sled,” at a capitaliza- 
tion twice its actual value. It would be wrong to assume, howijvei, 
that the era of peace meant the end of slock market manipulations ami 
deals. Only a short time later Morgan and Harriman were to cpuirrel 
over control of the Northern Pacific and, in their struggle for .slock, to 
precipitate a panic. Again, in the acquisition of control of the New 
Haven Railroad fantastic prices were paid in order to monopolize New 



England Irsmsportation. Yet, compared to the promoters of the nine- 
teenth century, the House of Morgan was a conservative and construc- 
tive influenet'. 

Duiing the 'I ^\(‘iities, romolidation was again the fetish of the day. 
The oiit.s’laiidiiig ('xainple.s vveu* in public utilities, electric and railroad, 
although indiistiy \va.s’ not neglected. Daiiiig and ambitious promoters 
gained eonirol of enterpiises worth hundreds ol millions and even bil- 
lioiKS with a relative ]nUunee as a starter. Thiough the holding com- 
pany dc\iee tin* Van Swi'ringens built np the vast Chesapeake and 
Ohio sy.sti'in, Insnll ereeti'd a fabiil<m.s empire in electric utilities, while 
Mitchell presidi'd over tlu* National Chty Company to dispose of the 
cver-inereasing voliiini* of stocks. Jinporlanl meigeis took place in the 
food, moving pictuie, antoniobile, and hanking fields. Concentration 
of econoniie powiT was the eidcT of the day. Oddly enough, ouc of 
the fiist measures of leeovery undi‘rtaken by the Uoosevelt Administra- 
tiou in 1933 did not diverge (rom this jmttern. The National IiiJuslrial 
Recover}' Act piovided lor indnstiial .si'lf-governiiK'nt. With negligible 
labor anti eonsniniT ]iarliei[)alion, lb<* autonoiiiy program fitted into 
the pattern ol eoneenlration of powcT and control o\'er prices, so well 
outlined in pre\ious di'cades. In the opinion of many, the Supremo 
Court deei.sum striking down the NIRA in J935 was an act of mercy, 
disposing of a law which had aheady failed in its purpose. 

A.S a hy-piodnel of llu' stiuggle for power, theie was an (‘ver-inereas* 
ing wave* oi sprndaium. The land .spc'ciilation of the early nineteenth 
century had yielded to llie .slock .speculation of its later decades and of 
Uie twentieth eeiilmy. I'lie ie.sult.s wi*ro ctik*1. A recurrent paltein of 
panics and eri.ses hronglil iiiK'niploymenl and misery to millions. Tho 
panic of IS73 was due m giinil measure to excessive and iiiisoimd rail- 
road conslmelion, aeeoinpauied by the financial overtones described 
abov(‘. Financial factors conliibnletl largely to the pinic of 188*1 and 
added to a siinil.ir collapse in J89.3, and to the brief rcaction.s (in 1903, 
1907, and 1914) which iulerniptc*d the generally pro-speiiuis peiiod 
1897-1920. IhLsoniiil .speculalion in .s<*curilie.s, Inully conceived merg- 
ers, and mistaken hanking jiolicies k'd to brief but .severe recessions. 
Tho husiness cleelines in 1914 and 1920 can be considered us abuoiinal, 
since lliiy lesnlleil irom war di.slocations, bnl tlu; old eansi's jrredoini- 
naled in the cra,sli of OelobiT 1929. Dining the ]no.spermi.s IVenties, 
a many-faceted boom was in piogre.s.s. The popularization of llu‘ anlo- 
mobih* had expanded industry and load building, war building .scarcity 
gave way to a wave of iiilmn coiKslmction and leal estate ])ro]ecl.s, and 
ioicigu loans financed an expanding liadc in .spile of tariff bairier.s. 
Even at its best, however, piosperity was spotty, with the farmer iu 
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great distress, and the coal, shipbuilding, lailroad tcMilc, 

and leather industries badly overexpanded. More dangerous, how- 
ever, was the frenzied wave of speculation whicli swejil the nation. 
Stocks and real estate were inflated far beyond their valiu\ judged by 
even the most sanguine estimates of cai'ning-powei . Uucouliollable 
debts were contracted in the effort to build up vast industrial and 
utility empii*es. Widespread fraud and deceit added to the nnsoiuKl- 
ness of these intricate and complex structures. Mass hy])nolisui and 
financial chicanery could stave off but not prevent the iiawitablo col- 
lapse. When it came, the bonking system, the lifeblood o( the ec’onoinic 
system, was so entangled in speculative loans that it was paialyzed by 
the break. Eveiything seemed to give, and in a few yi'ars industry was 
crippled, commerce was stifled, and there remained but the bh-ak facts 
of unpayable debts and millions of unemployed woikeis." 

While these spectacular activities were occupying the public <*yc, 
more prosaic banking developments were taking place. Vroin 1860 on, 
a considerable controversy existed as to the soundest luoiuilary and 
banking policies to be pursued by the nation. In genital, the debtor 
group advocated currency expansion through the printing of green- 
backs with no reserve of precious metal behind lh(‘in. Failing this, it 
m*ged the use of silver as reserves in the attempt to case the supply 
of money and raise prices. Conservative financial gu)ui)s fouglit both 
moves. In 1875 Congress decided not to coin silver dollars, but re- 
versed itself in 1878 through the Bland-Allison Act. Ncvertlu'less, the 
action of the government in resuming payments of gold for its cur- 
rency in 1879 and the retirement of money and bonds issued during the 
War Between the States prevented any gjeat expansion iii the; supply 
of currency. After indecisive action for seventeen years, a groat po- 
litical campaign was fought over the issue in 1896, wlic'ii William Jen- 
nings Bryan claimed that mankind was being crucified on a ciuss of 
gold. He failed, and conservative eastern capitalists lull'd the scene. 
A gold standard was fitnally adopted in 1900, but credit stringency dur- 
ing the following decade kept alive the pica for reform. 

® For details of the activities labeled 'liigli finance,” the sludciiL should re.ul the 
popularly written books of M. Josephson, Tlus Robber Barom (Haicoint), and 

F. L. Allen, The Loids of Creation (Harper), Other good biogiapliii-al studies 
include: M. Joseplison, The FoltHcos and The Piceidonl Makcn ( If.uc’oiiil); 

G, Myeis, History of Gteal American Fortunes (Modem Lihiuiy), J. T. Flynn, 
God’s Gold (Haicourt), A. Nevins, John D. RockefeUar (Scribner), L. Slelfens, 
The Autobiography of Lincoln Steffens (Haicouit), L. Corey, The House of 
Morgan (Watt), H. O’Connor, MeUon’s MUlions (John Day), and C. W. Barron, 
They Told Barron and More They Told Barron (Harper) Needless to say, the 
facts of muckraking must be counterbalanced against the ucliievcmcnts ol the 
American economy to gam a complete and objective picture. 



I’lie banldno system of 1900 was so constituted that smaller banks 
tended to keep their reserve funds on deposit widi big city banks, often 
receding interest on such deposits. This led to inadeejuate funds for 
rural regions, and the rapid spreading of panic when speculative booms 
collapsed in the laige cilics. As a result, the Federal Reseive Act was 
passed in 1913, in the effort to decentralize banking and make more 
abundant credit available for the fanner. While the Federal Reserve 
System was a notable improvement, tlie practice of using bank funds 
in connection with speculation continued. When this custom coutrib 
uted to iho sevc'vity of the 1929 crash, ucvv banking laws were enacted 
in 1933 and 1935 which effectively prohibited die use of bank funds 
in sccuiity speculation. At the same time, a Federal Deposit Insurance 
Corporation was established to insure deposits in most hanks. 

A final financial consideration involves the fiscal policy of govern- 
ment. Fiom JSfiO to 1914, federal and state expenditures and taxes pre- 
sented few novel aspects. Debts were manageable, and more tradi- 
tional revenue soiuces such as exdso taxes and tariffs for the federal 
government and properly taxes for lesser groups were suflicicut. With 
the First Woild War, debt iiici eased and so income taxation was ic- 
sorted to, having been authorized by the Sixleentii Amendment in 
1913. Duiiug the Twciilles road building and civic improvements iu- 
c]*cascd city and state debt, resulting in the assumption by Ihe federal 
government of the main responsibility for relief during the depression 
of 3929. As an effect of relief and public work expenditm'es, federal 
debt rose rapidly towards die fifty billion mark, a record which was 
to fall when the Second World War boosted the total to nearly three 
hundred billion. As federal debt rose, personal and corporate income 
taxes were increased accordingly. Currently the average citizen pays 
in taxes nearly one quarter of his hixablc net income.^ 

The People Strike Back. It has been noted that serious abuses were 
by-products of the growUi of the corporation. Of these, one of the 

^ For fmdier icferonce on agiicultiiru, tran&poitution, commerce, industry, laboi, 
and finaiico dining llje pciiod 1860-1945, consult: H. U. Faullcner, op. dtt,, 
chs. 17-3]; C. W Wright, op. cii., chs 27-46; C. A. and M. R. Beard, op. clt„ 
chs 13-30, E. E. Edwaids, "Amciicun Agiiculturci— the First 300 Yeais” in Fanners 
in a Changing World (Goveiiunmit Piintmg Office), V. S Claik, IHstonj of Mamir 
favtuics in the United Staton (McGraw-Hill), II. U. Faulknei, Tire Quest for Social 
Justice (Miicinillan), f R. Conraions and others, History of Laboi In the United 
States (Macmillan); W Z. Ripley, Railroads (Longmans); E. R. Johnson and 
otlicrs, Ilistonf of Domestic and Foreign Commerce in the United States (Carnegie 
Institution), D. R. Dewey, Financial History of the United States (Longmans); 
P. T. Moon, Imporialmfi and World Politics (Macmillan); C. A. Beard and 
1 H. E. Smith, The Old Deal and the New (Macmillan); and C. G. Gaines and 
R. J. S. Hoffman, Origins and Background of the Second World War (Oxford). 



more portentous was the corruption of public life in the interest of 
private profit. It would be a one-sided picture, however, U only this 
Mpect of political development were portrayed. Equally important 
are the movBtnsnts of Tsoctioti which characterize the pciiod uf tei 1S6(). 
Reference has aheady been made to the organized protest of the farm- 
ers, known as the Granger Movement. This surge of unrest nianilestod 
itself as an attack on railroad exploitation, a protest against restrictive 
monetary policies, and an effort to combat the monopolistic effects of 
the movement of consolidation. In this many-sided reaction, it is im- 
portant to distinguish between objectives and methods. The injustices 
against which they protested were real; some of them persist to the 
piesent day, but others no longer exist by viitue of this and successor 
movements. It may be correct to dismiss some proposed remedu‘.s us 
crude and unsound fiom the economic viewpoint, but the publicizing 
of evils did lead to refoims which were sound. In parlicnlar, the 
monetary proposals of the Granges were exticmc, but they contributed 
a real if remote shaie to the enactment subsequently ol the Federal 
Reserve Act in 1913. Again, the inflationary monetary proposals at- 
tached to the Agricultural Adjustment Act of 1933 wcie dangerous, yet 
the nation was able at that time to cast off from gold and to adr)pt 
(for all practical purposes) a managed currency. 

One of the fiist effects of Granger attacks was the (‘nactnunit of 
state laws regulating the railroads. Illinois and Minnesota in 187 L and 
Iowa and Wisconsin in 1874 attempted by law to cslabli.sh oid(>rly, 
reasonable railroad rates. The last-named state was to become a lab- 
oratory of social legislation, anticipating marry of the laws and pro- 
cedures which were later adopted by the federal government. Among 
dre earliest of the regulations to mark the decline ol lavtst'Z fairc. was 
the Interstate Commerce Act of 1887, enacted to rcgulalc railroad 
rates and to prevent monopoly in dris field. It was followed by a more 
general attack on concentration, the Sherman Antrlrust Act of 1890. 
Neither of these laws was immediately effective, since vague wording 
and court irrterpretation effectively nullified the intent of the reftnmers. 
But they marked a beginning, and better laws followed them. 

A new reform movement dated from the inuckrakiiifr exposes, bi*girr- 
ning in 1903. At that time Ida M. Tarbell pilloried Standard Oil, Ijiii- 
coln Steffens cast the spotlight on poHlical corrirption, Thoma.s Law- 
son described the “frenzied fiiance” of Wall Street, Uptorj Sinclair and 
Charles Edward Russell excoriated the beef tnrst, Ray Slannard Baker 
denounced the railroads, and B. J. Henrick told of the illegal practices 
of insurance companies. These charges were seized upon by Theodore 
Roosevelt who used them for campaign material. Under his adminis- 



tration, the railroad laws were strengthened and vigorous antitrust 
piosecutions inaugurated, among them the famous Northciii Securities 
case, aimed to dissolve a holding company which sought to contiol all 
the railroads of the Northwest. This movement carried through the 
dissolution of the Standard Oil Company and the Aineiican Tobacco 
Company. Another reform under Roosevelt was the Puic Food Acts of 
1906 and 1907, which were directed at the abuses in the meat-packing 
and other food industries. 

Succeeding the Roosevelt “Square Deal,” after an interval of four 
years, was the “New Freedom” of Woodrow Wilson. The fruits of his 
program were the Federal Reserve Act; the Clayton Act ( 1914), which 
stiongthened the Slieiman Antitinst Act and exempted labor unions 
from its provisions; the Farm Loan Act (3916), which gave some hope 
to the credit-starved fanner; the Underwood Tariff (1913), one of the 
few reductions in many decades; the income tax, as a fairer method of 
taxation than import duties; the Federal Trade Commission Act, which 
set up a body to administer in part the antitiiist laws; and lesser acts, 
to help railroad labor and seamen. A record like this would be remark- 
able under any circumstances; it was phenomenal under the troubled 
world conditions of 1914-1916. 

The First World War was followed by a period of mrmalaj which 
was to culminate in the depression of 1939. As a result of the severity 
of this depression, a now President was inaugurated in 1933, and tlu* 
“New Deal” of Franklin D. Roosevelt was under way. Under the New 
Deal, a really drastic and comprehensive program of economic and 
social reform was enacted. In a period of six years practically every 
phase of agricultural, industrial, commercial, and financial life was 
modified or regulated. The farmers were benefited by a scries of laws 
to control production, lessen the burden of dclrt, and facilitate financ- 
ing and marketing. Abuses in banking and security speculation gave 
way to strict regulation. Labor was given social security, protection of 
its right to organize, and minimum-wage legislation. Public utilities 
were curbed, and the consumer of food, dnigs, and cosmetics was aided 
by a stronger law than the earlier Pirre Food Acts. Strict c*nforeement 
of antitrust laws was later used us a refonn and recovery measure, 
after earlier attempts (NIRA, Robinson-Patmarr Act, Miller-Tydings 
Act) to promote recovery through corrtrol of competition had failed. 

Relief was offered to tiro younger unemployed through the Civilian 
Conservation Corps. Work relief was given through various agencies, 
the more permanent being the Public Works Adminrsteation and the 
Works Progress Administration. In the meantime, homes were pro- 
tected from foreclosure through die Home Owner’s Loan Act (1933). 



Less successful than the attempts at lelief and lefonn woio ihc' uicas- 
ures undertaken to promote lecovery from the dcpirssion. Out* oi iho 
first expedients was the National Industrial Rccuvcry A.el, wliicli was 
predicated on the hope that mdustry could agree to laise ]iric(‘.s and 
wages and avoid ruinous competition. This attempt failed both tlimuglj 
evasion and the use of codes to restrict production and, cons(‘(nu*ntly, 
employment. The next effort was to raise prices by u'diieiiig ihe 
amount of gold in the dollar. The main effect ol this nieasun* \\'as to 
prove the independence of modern money and banking ivoiu any gieal 
reliance upon gold. With the failure of monetary ineasnre.s, a public 
works “pump priming” progiam was attempted, based on lb(‘ llu’oiies 
of the English economist, John Maynaid Keynes, lb' insisleci that 
governmental expenditures would have a mulLiph* and aeeeleraleil 
effect by stimulating industrial pmchascs and consuiiier di.sbiirsiMiu'nts. 
This program likewise failed to accomplish the desiied result, but tin* 
reason for the failure has been bitterly dcbatt“d. Sonit* claim that it 
was succeeding in 1937, when business choked nlF a boom tliroiigh 
price increases. Others held that we were cntc’rmg a new ]di.is(‘ of 
economic matmlty, when business would be unable to (Miijilos all avail- 
able workeis and permanent federal spending would be a nee^ smIv. 
Finally, conservatives asserted that lack of confidenet* in governtU(‘nt 
prevented business from expanding. The war ended the iinnu'cliatc 
controversy, but the prospects of imminent vicloiy made it one ol the 
major issues in the presidential campaign of 1944.'' 

It can be seen that America has reached the end ol an era and tlu! 
beginning of a new phase of development. Williotil ace(*pling tlie 
thesis that we have arrived at a stage of maturity and economic stag- 
nation, it seems evident that the wild upsurges of the past are not likely 
to recur in the immediate future. It is likewise impiobable that the 
financial and indushial abuses of the past century will be rejieabid. 
The temper of the nation has changed, with lamcz fairc jienjiaiu'nlly 
rejected. It would be pleasant were it possible to eonlenijilate a .st‘n‘nc 
future, with sustained prosperity the order of the tlay. Unl’ortunalely 
two critical problems remain unsolved. Tlu* major task lx 'fore ns is to 
provide normal employment and decent conditions Jor mir cili/ciis, 
and that without carrying political control to the c‘xtcnl tliat I'rccdoin 
vanishes. It is easy to state that business must give jcibs or else govern- 
ment will take over the task. It is infinitely harder to work out the 
precise rules and conditions whereby business may acliiewe thi.s result 
without excessive political control. The “eilhci'/or” nujlliocl Jed to 

“For readings on the reform movements see the reference's .ibovc, fooinott' 7 
page 49. ’ 



totalitarianism in Europe. Aineiicaus who value political freedom face 
the stem task of achieving f’conomic democracy without sacrificing lib- 
eity. A student might well use this as a unifying theme in studying the 
diverse problems treated in the chapters to follow. 
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T he onward march of history has produced many changes. Man 
can now move almost with Uic speed of sound. He can talk with 
otheis thousands of miles away with little less trouble than 
would be reqiiiicd to visit a neighbor. Powcrlul machines aie at his 
disposal. Science has made the marvelous a commonplace. Yet, any 
description ot the economic world of today in tcrm.s of physical pro- 
duction alone would be basically incomplete. It has been the habit of 
many popular writers to portray attractive pictures of oui production 
possibilities, and hence to predict the abolition of poverty in our day.^ 
These analyses have their place, provided a student understands the 
practical difficultu‘S to be faced in achieving such an cud. The aboli- 
tion of poverty is more than an engineering task. Wondeis worked 
under the .stimulus of war are not iiecessaiily a guide lor peacetime 
achievement. What must be remembered is that economic activities 
take place wulhin a complex legal, .social, and cultural framework. 
This background modifies considerably the range of possibilities in the 
field of physical output. 

CAPITALISM AND PRIVATE PROPERTY 

The environment of our economic system is called capitalism, a 
philosophy or method for using economic resoiuccs. Technology of 
production is not greatly diflicrent in a noncapitalist .state, such as 
the Soviet Union, as compared with the United States or Great Britain. 
The U.S.S.R. has adopted the techniques of mass pioduction and laigc- 
scale industry which characterize one phase of oui economic system. 
It pays wages to workers and salaries to government officials. Soviet 
technicians admire our methods and strive to imitate them. Tlie lun- 

^Cf. S. Chase, Goals (or America (Twentieth Century), and The Economy of 
Abundance (Macmillan), F. Henderson, Economic Consequences of Power Pro- 
duction (John Day), and 11. Loeb, Chart of Plenty (John Day). 



damental difference between the systems lies ralhc'r iu the .s])l)oie ef 
control. Communist industiy is state-owned and sliile-coiilrolh'd. Cap- 
italist enteipiise is owned and controlled by individual oili/ens, \^'ho 
legukle its use. Individual enterprisers hire \voil('i.s and di'U'iniine 
wages and prices. Their control can be limited and guided by outside 
foices, such as die state or labor unions, but so long as it is not abol- 
ished, we have a capitalist economy. It is contvoverled as to how far 
Limitations ma y proceed without destroying the institution which they 
regulate, but in piinciple all agree that ccitain boundaries must be 
observed if we are not to pass into socialism, cominmni.sui, or 'ouieism. 

Fundamental to capitalism is the in.stitulion oi pririilr pwprriy. 
The right of individuals to own and control factories, mines, sUm% 
and the like, as well as their homes, clothing, and similar jiei.sonal 
items, is implied by this term. Private property is not coe\len.si\'(’ with 
capitalism, since it also exists under fascism and to a lesser th'gn'o 
under some forms of socialism. Tlie fascist .state rarely piohiliits own- 
ership, but it does exeicise dictatorial control ov(‘r the use of pro])eity. 
Strict socialism, on the contrary, would not penniL private* owiHT.ship 
of factories, railroads, and similar instruments for the jirodiiction and 
distribution of goods. In contrast to those limitations, capitalism de- 
mands the fullest possible rights of properly. Without this ba.sis, free 
enterprise would be inconcoivable in modern limes. 

Property is as old as man, although the forms and varlelii'.s of own- 
ership are many. In the pa.st the complexity of propt'rty iighl.s Jiavo 
served as a rough indicator of the degiec of civilization attained by a 
people. Primitive communities have been somewhat liazy in regard 
to the distinctions between '‘mine and thine,” but higher cultiiie.s al- 
most invariably have tended tbwjirds an intricate code of ownership. 
This fact has led many to conclude that properly is a natural right, 
inseparable from man living in an advanced .society. Such wa.s the 
attitude of the Roman jurists, the medieval theologians, and of many 
modem thinkers, such as John Locke. = Tlic argument is llial man, 
psychologically speabng, needs such an institution fcjr an orderly 
economic system. Private owncrsb’p cstabli.shc.s incentivc'.s wlilcli 
would be lacking in communal ownership. It affords a means of ])(*acc- 
ful distribution for the goods of the earth. Tho allerualivc’s It) private 
possession and control are held to be either confusion, or inlolerahle, 
compulsion as means of counteracting such disoidcr. A IhoiougU dis- 


j fs give the Roman and medieval conccplioiis of iiioncriy in iheir 

definitive work, The History of Medieval PoUlical Theory In the Wr,\t (Ihiliiinn). 
For a modem leg^treatment, see C. R, Noyes, The ImtUiUkm of Properly f Long- 
mans), and the article on Properl/’ in the Encyclopaedia of the Social Svwncrs. 
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cussion of tliis point will be reseived to tlie coiiclucliiig chapters, but 
at this point it is useful to note the important function of private prop- 
erty in the capitalist system. 

An iiiteicsting recent development has been the broadening of the 
inteipi elation of property rights. Hiis extension has been two-fold, 
involving a much wider application of traditional concepts and, in ad- 
dition, the inclusion under property rights of many claims fonnerly 
not considered as piopeity. In the &st category would be the notable 
concentration of holdings in the hands of individuals or corporations. 
While thcie were wealthy men in Roman and medieval times, there 
was never such a massing of pioperly vital to the continued existence 
of the community. If a student were to visualize the assets possessed 
by the thousand largest nonfinandal corporations in the United States, 
or the control exercised by the hundred largest financial gioups, he 
could appreciate the aggregation of power which has been built up 
through pjoperty rights. Economic life in tlie nation would be para- 
lyzed were these groups not to function. It must be noted that the 
apologists for properly as a guaranty of freedom jarcly envisaged such 
concentrations as exist today. Conditions have so changed since the 
time ol Ulpiaii, Aquinas, or Loclco that a socialist claims their argu- 
ments arc no longer valid. As a result of these fads, defenders of the 
institution of propel ly today plead for wider actual ownership to safe- 
guard capitalism against collectivist atladks, 

A second change in the extension of property involves the inclusion 
of rights not formerly attached to this institution. Modern court de- 
cisions have considered many intangible claims as property rights. An 
important step in this direction was taken when the Supreme Court 
in 1886 decided that the corporation was a person and as such en- 
titled to the rights of persons guaranteed in the Fifth and Fourteenth 
Amendments.® All the prolcdion given to the properly of individuals 
was now extended to this legal entity, the corporation. At the same 
time, the Court further modified the traditional definition of property 
rights by including such intangibles as the right to enter business and 
to earn income, and tho right to enter into any type of contract not 
forbidden by law. Among these was tho famous “yellow dog contract’* 
whereby a worker as a condition of employment agreed not to join 
a labor union. Any interference with these and similar contracts by 
social legislation was deemed to be confiscation of properly without 
due process of law. Hic good will of a firm was also considered to 

‘Yick Wo 0 . Hopkins, 118 U S. 356; and Santa Clara County o. Snutlicni 
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be a property right, with the result that picketing and boycotts were 
enjoined by the courts. Franchises, trademarks, and patent rights 
were likewise protected by the laws of property. Sucli exteii.sions of 
rights, in addition to the insistence upon the inviolability of those same 
rights, made our courts until recently the defenders of the broadest 
possible freedom for enterprise. 

A different legal development was to lead to further changes in tire 
concept of property. Hrtherto il had been taken for granted that own- 
ership and control were so intertwined as to be joint aspects of prop- 
erty. They were not the same thing, since control could be delegated 
to some extent, as when property was rented to another. But ev(‘n 
under these circumstances, the ultimate control of the owner was not 
impaired. With the development of the modern corporation, liowcver, 
permanent separation of the two beciime something more than a pos- 
sibility. Through processes to be described in Chapter V the owrn'vs 
of a corporation (stockholders) often had no practical mcan.s of vxvr- 
cising control over their property. Fuilliermorc, th(* multiplicity of 
securities often left them coniused as to the extent of their actual 
ownership. The resirlt of boih processes was a considerable* d(*grcc 
of uncertainty in regard to actual property riglrts in our most impor- 
tant form of business. The product of this development is expresssed 
trenchantly by two modern students of the question: 

The only example of a similar subjection of the economic inloic.sl of the 
individual to those of a group which appears to the wiili'rs as Iri'ing at all 
comparable, is tliat contamed in the Communist sysluin ... As a (jiuiliiica- 
tion of what has been known as private property m Anglo- Anu'rioiin law, 
this corporate development represents a far greater approach towards com- 
munist modalities than appears anywhere elso in oni .system. It is an odd 
paradox that a corporate board of directors and a coininunisl coinmitlco of 
commissars should so nearly meet in a common contention.^ 


Thus it happens that defenders of property, who argue in terms of 
the home and the small shop or factory, find themselves jorotagonists 
of a system radically different from tliei^ assumptions. Absoulec* own- 
ership and ownership without control ai-e phenoincna ejuile distinct 
from the country store and the sraall-town garage. 

The evolution in the concept of property has added slnnigth to two 
distinctions which qualify to a marked degree the absoIutcnc.ss of own- 
ership. The first qualification is that the right of ownership should 
not entail unlimited power to use property. The use ol property is 
bound to have impact upon the rights of others, and courts today are 

* A. A Berle and G. C. Means, The Modem Corporalion and Prioale Propertti 
(Macmillan), p. 278. 
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more willing to limit tho use of property in view of community rights. 
Thus, the owner of an automobile or a gun is definitely circumscribed 
in the use of his property. Likewise, tho owner of a factory finds his 
property encumbered by a multiplicity of regulations: ordinances 
against smoke enforce changes in hrs boiler room, minimum-wage laws 
r^uce hrs freedom to hire help at any price, and pure food and drug 
regulations may involve careful control over his output. Tins new 
philosophy is loosely put rn tho phrase “human rights take precedence 
over prop(?rty rights.” More accurately, property, such as wages, which 
vitally affects the human person, is considered more privileged than 
property which may he merely an incidental factor in the lives of 
thousands of stockholders. Courts today speak of property “affected 
with public intcro.st'' as being subject to special surveillance. Thus, in 
modern states a whole code of legislation holies the older concept that 
a man could do what he pleased with what he owned. Owners have 
obligations as well as rights. 

The second qualification is found in the distinction between the 
social and the individual aspects of ownership itself. Nearly all prop- 
erty contributes to the welfare of its owners and at the same time ex- 
ercises some influence upon society. In certain types, the association 
with the individual personality is so great that society is deemed to 
have few rights in regard to them. Thus, tire home, personal posses- 
sions, and the like arc generally inviolable provrded they do not work 
an injury upon some person. On die otlier hand, a huge shipyard or 
automobile plant, employing thousands of persons, is considered to 
be something more than a chattel of the owner. The use of this object 
could have vital repercussions upon an entire city. The policy of 
certain corporations could even ^cct a nation. As a result, the af- 
fected parties hold that they have a definite, if limited, right in such 
property. This is die philosophy underlying much modem social leg- 
islation. A similar attitude governs progressive tax policies. Hie right 
of owncrsliip generally is not impaired, but in some cases it is hedged 
widiin a definite framework of public policy. 

Unquestionably, recent limitations upon property rights are reactions 
to the excessive! extensions made by m'neteenth century jurists. The 
process of introducing these limitations involved hiiter stmggle. In 
the heat of controvensy charges were made that property rights were 
being abolished and collectivism introduced. But more objective 
thinkers in England and America maintain that certain modifications 
are compatible with the survival of capitalism.’’ 

“Cf. E. Johnston, America Unlimited (Doiibleday, Doran), and F. A. Ilayck, 
The Road to Serfdom (Univ. of Chicago). On property, see R. A. Dixon, Eco- 
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THE SPIRIT OF FREE ENTERPRISE 

If the right of private property is a pillar of capitalism, freedom of 
enterprise is no less important as a support. Behind this concept is 
the philosophy that the competition of free men can lead ti) a better 
society than would be possible under any system of control. The 
heart of this attitude is that men should be free to enter or leave busi- 
ness and to conduct it according to their own best judgment, subject 
only to the impersonal control of a competitive market. As with prop- 
erly, certain modifications for the interest of socicly may bo porniittod, 
aldiough reluctantly, provided busrness is under the nrlc of law ratlier 
than arbitrary control. 

Freedom of enterprise was attained through S(jv(5ral stage's. Tire 
first might be termed the substitution of contract for status. In medi- 
eval society, the individual was at tihe same time a member of a group 
or class. As serf, lord, or king he had a delinilo and precise status in 
society. That position carried with it both rights and obligations. To 
a great extent, these positions were not easily irilercliangcd. Normally 
a person would die in the condition conferred upon him by lire acci- 
dent of birth. It is true that the rise of the middle or rnerchairl classes 
interfered with the symmetry of this pattern, but on lh(5 whole it per- 
sisted long after the decHne of feudalism. Remnants survive to this 
day in the fact of aristocracy, even in democratic coimtrias. But, sub- 
stantially, modern economic life is predicated upon contracts entered 
into by free individuals, rather than upon status. The eighlocnih cen- 
tury, which worshipped science, rraturally found a legal parallel to 
the atomic theory of physics, w?ith the individual rather than the group 
as the object of concern. The relationships of these individuaLs were 
to be determined by free contracts into whidi they had entered. 
More recently, however, the wheel has turned again.’ In this new cycle 
individuals express themselves through associations, such as trade 
unions or employers’ organizations. Nevertheless, a basic individualism 
remains, with the group subordinate to its members, rather than tiro 
reverse. 

The second phase of free enterprise came with the advent of Jaissez 
faire. The modern state which succeeded feudalism was highly na- 
tionalistic. As was noted earlier, it subjected the business man to the 

nomic Institutions and Cultural Change (McGraw-Hill), dis. 2-4; C. R. Noyes, 
op. cit; A. A Berle and G. C. Means, op. ett; A. T. Eddy, Pioperty (McGlnrg); 
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restraints* of uiercanlilism. The reaction to these bonds was the call 
for complete iieedom, laissaz jairc^ lamcz passer being the watchword 
of tlic* hour. The oninieoinpetont state was replaced by the economic 
man, lliat perfectly rational, albeit selfish, abstraction who was compe- 
tent to regulate his own affairs without outside interference. The fiist 
and negative phase of this new philosophy of Liberalism was the re- 
jection ol slate inteilei(‘ucc with business. Like most reactions, it 
went to extremes and held that business and government wen‘ totally 
different sjilieres, without any appreciabl(‘ common interests. Gov- 
ernment could help business bv enlbrciug Ircedoin of contract and by 
defending property lights, but theie its activities should cease. It was 
an umpire enforcing rule's impartially, rather tlran a player in this ias- 
cinating game. More positively, the second phase ol Liberalism en- 
visioned peifectly lalioiuil men engagt'd in die ‘liiggling and hag- 
gling” of the marketplace*. As produceis they calculated costs to the 
lastlarthiiig. As consumers they balanced satisfactions with the nicety 
and refinement of a metaphysical debate. As a result of their contest, 
the value of goods was determined and c'xpresscd by the market jirice. 
At the same lime, an equitable distiihution of the product between 
different factors of production was achieved. Such supiemely rational 
endeavors of vitally intc‘rc.sted jiartics would do more to bring about a 
fair apprais'dl of worth than any decision by commission or board. 

Lest some jiersons become squeamish over this new philosophy of 
unlimited competition, likening it to the law of the jungle, a philosophi- 
cal justification was at hand. Jeremy Bcnlliam cstabli.s’hcd to the satis- 
faction of many predisposed believers that pleasure and pain were the 
fundamental drivtis of mankind, each individual seeking a maximum of 
one and a minimum of the other. With an exactitude which would 
have made a bchaviorist p.sychologisl envious, Bcnlliam worked out a 
moral arithmetic. But since each individual obtains the greatest sat- 
isfaction thiough .sudi self-seeking pursuits, it is merely a matter of 
addition to conclude that thus tile greatest welfare of humanity is 
adiicvcd. Human well-being is but the sum of the individual achiovc- 
ments. Accordingly, through a beneficent Providence, the selfishness 
of individuals is transmuted into the welfare of all. Furlhcrmorc, since 
pleasure-seeking is natural to man, no other course is in accord with 
man’s nature. By this stroke of insight, economics could now be placed 
on a plane with the physical sciences and their magnificent adiicvc- 
ments. 

Tlie mechanism which was to economics as gravity was to physics 
or evolution to biology was the law of competition. Here could be 
had an impaitial appraisal of the worth of every man and every prod- 



uct If some genius invents a guard for a lazor, thousands will ilock 
to purchase it. His talent will be rewarded, and the sluggishness of 
the producers of straight razors punished. If a laborer is not efficient, 
he will be passed by in the marketplace, while his more energetic 
brethren are sought by intelligent enterprisers. A worker who is over- 
paid will find that another will take his job at a lower price, while 
the really exploited worker can discovei dozens ol employers who rec- 
ognize his real worth and pay accordingly. In this inaiket place, woe 
to die producer of infeiior or shoddy goods. The economic man as 
consumer will detect the baud and penalize him accordingly. Thus 
every man will receive his due. Conversely, then, the rtwarils or p(‘n- 
alties meted out by the economic system are just and in accord with 
the eternal nature of things. If children are exploited by ht'ariless 
overseers, if the flower of English strength rots in the slums ol Man- 
chester and the wharves ol Liverpool, these victims arc rt‘C(*iving but 
their just deserts. Should die proletarian worker sei’k to protect him- 
self by labor unions, or die haid-presscd business man beg for a “live 
and let live” policy in place of ruthless competition, they aie flaunting 
nature itself. Their doom is inevitable. 

Obviously such an extreme individualism could not tmdure. It was 
unrealistic. The economic man does not exist in modt*rii society, where 
consumers can be deceived, where laliorers can be jiaid varying rales 
for the same work, and where efficient business in<’n can ground 
down by superior economic power. It is still defen(l(‘d in th(* same 
irrational way that partisans will defend a town or city as being the 
best in the country. But more dioughtfnl business men and scholars 
are seeking a new definition. They are now willing to submit to a 
framework of social legislation, but they want a lulc of law rather than 
government by commission. They insist diat the profit motive* niust bo 
kept alive, although they are reconciled to heavy taxation of indi- 
vidual incomes. If government must coiitiol abuses, it should do this 
in a discriminating manner rather than by punishing all for the abuses 
of the few or even of the many. They now ask freedom from arbitiary 
or punitive control, rather than absolute autonomy. 

Tliis area of agreement of modem business diverges into .sharp con- 
flict on the question of competition. Some thinkers, such as Edwin 
Nourse of the Brookings Institution, Eric Johnston of tho United States 
Chamber of Commerce, and Friedrich Hayek of the London School of 
Economics want a restoration of competition. Tliey oppose monopoly 
in every form. Other equally powerful groups, identified with Ameri- 
can and British industrial and banking interests, hold that the day of 
all-out competition is past. They favor a rule of reason, a cartel move- 
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ment at least in foreign trade, and self-regulation of business to avoid 
the dislocations of competition. This position is publicly advocated 
in England and more deviously promoted here. Thus, there is sharp 
and definite cleavage in cm rent business tliought in regard to one 
of die functions of Irec cnterpiisc. One group insists that automatic 
control by the market is of the e.ssence of mdividuali.st capitalism. Tlie 
other maintains that planning and order are necessary today. It feels 
that so long as business has adequate voice in shaping these controls, 
the substance of fr(*e enterprise will remain unimpaiied. It is not pos- 
sible to go further into this controversy at this stag«! of our study. 
The data to bo presented in sub.snjuent chapters may fuinisli gromids 
for an intelligent point of view on the question. 

In summary, it can be seen that the concepts of piopcrty and free 
enterprise, as constituc'iil elements of capitalism, have mriod consider- 
ably thioughoiit the ages. Of the points noted above, capitalists stiess 
private ownership of wealth, freedom for the entcTpriscr to use his 
property in seaich of exten.sivc profit, individual initiative, the rule 
of law, and a free market. Tliey have reluctantly aeeepled much social 
legislation and govi*rnment regulation, feeling that to date such con- 
trols have modified but not abolislu'd the profit system. They differ 
among themselves u]M)u the implications of concentrated economic 
power and monopolistic induslry impinging upon the free market. 
Nevertheless they arc in substantial agre^ement upon fundamental 
points wliieli mu.st bo preserved, if the capitalist economic system is 
to smvive. 

Tlic totality of the conditions which make up capitalism may bo 
characteiizc'd throiigh the popular expression *tho rules of tlio game.” 
Our present economic order is an interrelated whole, which cannot be 
modified substantially in any major part without endangering tho sys- 
tem in its entirety. This point has relevance in regard to the many 
problems and dilBcullies which will be presented throughout the 
course of tho book. Many of these, .such as waste, poverty, and inso- 
cmily, arc quite distressing. Our natural reaction is impatience at 
their continuance in an era where technology opens vistas of a more 
orderly world in which want would be abolished. A clas.sic example 
is the revulsion of many against the dcstniction of food as unmarket- 
able, while millions arc hungry. Our instinctive impiilscj is to call for 
direct government distribution of this suqilus. It might bo possible, 
however, that such government action would in its turn bring about 
even greater economic and social dislocations. Hasty and ill-considered 
programs of reform often do bring in their wake a train of evils which 
may exceed those which ai’c being removed. Hence, in the following 
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pages problems wU be treated within this framework ol capitalist 
economics, and solutions suggested which are not basically disruptive 
of this set of rules. At the conclusion, an analy.sis of altcnialivc eco- 
nomic systems will be presented for the purpose of comparison and dis- 
cussion. In the meantime, the student can gain valuable training by 
the effort to think througli to their ultimate implications off-hand and 
facile solutions to age-old problems.® 


THE SCIENCE OF ECONOMICS 


In addition to the general rules of our economic .system, there arc 
certain specific terms which must be clarified as a proliiiiinary to iur- 
ther study. One of the fundamental facts underlying economic activity 
is the existence of unsatisfied human wants. Desire lias both a bio- 
logical and a psychological basis. Man has physical nced.s, such us 
food, clothing, and shelter. He also has ps5Thological impiilsi*s and 
cramgs, such as the will for power, success, esteem, sociiiily, affec- 
tion, and die like. Both types of craving.s are powerful motivating 
foices of human activity, TTiese diives in turn nui.st s('(!k realization 
in the inhospitable atmosphere of the piesenl world. Food and cloth- 
ing are not available for the asking or wishing. Not everyone can 
own a yacht or be a successful leader in business oi the profc.s.sions, 
Of some things there is an absolute scarcity. It would bo physically 
impossible to supply diamond rings to every woman in the world or 
abundant radium for every hospital. In regard to other things, the 
scarcity is only relative. Hius, the United Slates oi the Soviet Onion 
need never lack for basic foods, provided men ai*e willing and ma- 
chines are available to liU the fields. There are psychological scarcities 
as well. Not every age and nation can have a Shakaspcarc or a Dante. 
Only a few liave talent to be statesmen, brilliant surgeons, or gifted 
teachers. Accordiugly, these facts of limited resources and the nc(*d 
of effort to exploit ^em provide the foundation of economic activity. 
Expressing tlie same idea negatively, in a world where everything was 
availahle there would be no economics. 

In the attempt to satisfy tliese wants, men are engaged in constant 
activity. In the United States, for example, there would be in a nor- 
mal year about eight and one-half million persons employed in pro- 
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ducing food or the raw inatoiials lor food piocossing or foi clolliiiig. 
About out* million workcis would turn out olhei raw materials tlirough 
mining or rclatt'cl ooeupations. Half of llirso would be in tlie coal 
mines and the n’lnaiiidcr in metal mines and stone (juanies, or in oil 
and natural gas e\ti action. Processing these raw materials would be 
nearly eleven million workers emgaged in manufacturing. These la- 
borers would be working on iood pioducts, textiles; lumber and other 
pioducLs liom wood; chemical industries; iron, steel, and other metals; 
machinery; and liansportation erjuipmenl. To move the finished and 
raw mateiials, over three millions aic employed in transportation, com- 
munication, and jmblic iitililic's, with over half of this class engaged 
by th(’ railroad and trucking companies. On the selling end ol the 
process, ovi‘t .s»‘veii and one half million are occaipicd with wholesale 
and retail liade. Vital to all Imsiness activity is the work ol the mil- 
lion and one half who speciali/c in finance, insurance, and real estate. 
Equally important an* the million (‘iigaged in service to bnsiiiess or 
in repair work', rer.sonal serv'ices, such as domestic service, hotel 
service, and laniidering and cleaning bring livelihood to four million 
more. Three and ont‘ thiid million perfoiin valuable functions as teach- 
ers, doctOKS, lawyers or cleigymen. Nearly four hundred thousand are 
engagi’d in furni.shiiig aniu.semeul and recreation. Normal government 
work calls for nearly two million workers. Thus, a total of over forty- 
five niillioii persons form our working force in a typical prewar year. Of 
these, thirty-four million an' men and ('Icvcii million arc women.^ Later 
figures laise this total above fifty million. 

The working force of a nation is engaged in satisfying the varied 
w’ants of a pi'ojih’. They contribute to the possession of goods and 
services in the form, place, and lime desiied, thus performing useful 
activity. The gc'iieral name of all thc.se functions is wealth production. 
Each of these individuals is engaged in adding to the national wealth. 
In these days, of course, few attempt to ju'oducc for their own needs 
alone. The worker specializes in the field he knows best. His product 
is given a value by the eeoiioniic system and he receives his share of 
that value in his wages. Since wages arc paid in a common medium of 
exchange, called money, ho is able to exchange his share of the final 
pioducl for whatever goods and scrvicos he may need. The same pro- 
cedure is followed by other workcre, and by any other persons who 
contribute their labor, money, land or guidance to the economic 
process. 

Economics, tJien, may be defined as the science which treats of the 
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laws of wealth production, exchange, distribution, and consumption. 
The term wealth is here used to refer to goods or services which are at 
the same time useful and relatively scarce. Many goods aio useful, but 
so abundant as to be practically taken for granted. Aii and sunlight, 
for instance, raiely enter mto the economic world. Certain typos of 
services likewise aie taken for granted. The attciilion given by a 
mother to her child is often more valuable than a similar .sc’rvice pci- 
formed by a paid nurse, but the former ser\'icc is as.siuncd to bo freely 
available in die ciiciunstances. A.s a rule men consider the }noduolion 
of goods a more fundamental form of wealth creation than the pio- 
duction of services. Food, clothing, and housing are more primary than 
education, recreation, and legal advice. As a re.sult the greater propor- 
tion of our working population is engaged in the production and dis- 
tribution of goods. Mining, manufacturing, and transporlalioii are still 
our basic occupations, although recent studies have rc\'t*alcd a distinct 
trend toward the various service industries or professions. 

Production involves the creation of utility. Anything which adds to 
the usefulness of a good belongs in this category. Agriculliiri! conics 
closest to production in the oi dinary use of the woid, but to the econo- 
mist many more activities are wealth-producing. The minor, railway 
worker, distributor, and track driver all contribute to the lu’ating of 
our homes in the winter by biinging coal from the (‘urlh to onr bins. 
The textile worker and the department store share in th<‘ proct'ss of 
turning raw cotton into useful sheets, shiits, and other items of appaiel. 
The radio broadcaster and the doctor are likewise useiiil producers, 
not of goods, but of services. 

The utihty added to goods or services by production is convention- 
ally divided into utilities of form, place, time, and ownership. Thus, a 
piece of silver is made more useful when it is shaped into a beautiful 
set of tableware. The transporting of this from the factory to the 
store and then to the home brings it to a place where it can be used. 
Time utilities are created by planra'ng and storage, so that goods are 
available when they are wanted. Finally, the whole system of ex- 
change facilitates the possession of goods and the use of services. 
In this way the needs of the consumer arc usually satisfied. 

In a capitalistic economy, workers rarely produce merely for tlicir 
own needs. The value of their production is measured in terms of 
money and the goods are exchanged for money. Tlio distribution of 
the total product to the various producers and the exchange of these 
products are vital forms of economic activity. Finally, the ultimate 
goal of the entire process is consumption or the satisfaction of wants 
through diverse goods and services. Of these activities, production 
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and exchange are the most fundamental. The strucliiie and function- 
ing of these processes determine to a major degree the forms of dis- 
tribution and consumption. Accordingly, the bulk of the subsequent 
chapteis deal urilh production and exchange. 

The measurement of the flow of goods and services produced in any 
given period is called iiiconic. In 1940, lor example, the American peo- 
ple prodncc’d goods and sei vices \ allied at about scventy-foiu billion 
dollars. Tliis income is distributed by means of money, which is hon- 
ored as th(' (‘(piivalenl ol a portion of the nalioirs product. As an inci- 
dental result, money is often inistakt^n lor real wealth. Many popular 
errors and delusions aiise from tliis inist'onception. More sober think- 
ing, liout'ver, would eoiu’inee men ol the fallacy of such n'asoning. 
Wcie a nation .sliaining its lac‘lori<\s and labor foiee to tlie limit, no 
amount ol new enrreney could force the product ion of additional goods. 
If, on the contraiy, the owners of our iiulnral resources and productive 
machinery would release their potential output only on condition that 
they leeeivi' a smlahle return in goods or services, they would not be 
gullible enough to excluingo their goods for the. product of the printing 
press. Acooidiiigly, llm J9t0 estimated value of our national wealth, 
three liundrcd and filly billion dollais, is a measure ol real things, not 
of tlic means ol <‘\ehange. 

Income may be sjk'uI at once for llio personal salislaclion of the re- 
cipi('nt, or it may be saved for futnn* use. When such saved income is 
used by industry to comnuuul labor and raw materials for making in- 
sliuments for further ])rcKluction, such as factories oi machines, it is 
called capital, Tiunsilory wealth has then become more permanent 
wealth. A substantial poition of tho working population docs not pio- 
duce goods lor immediate consumption, but rather specializes in mak- 
ing such inslrunuMits as will afford an ultimately larger production. 
(Some wiilers call this fixed capital. Tlicy also apply this term to 
mines, farm land, and other natural in-slnimeiits of production. The 
term circiUalinff capital is then applied to money used for the current 
needs of biisni(\ss.) Tliis use of capital chaiactcrizes tlic workings 
of an advanced indu.strial economy. 

Industries which specialize in pioducing madiincs and the like are 
called capital goods industric.s. Sometimes the phrase “producer 
goods,” in contia.s'l to “consumer goods,” is used. Again, capital goods 
are called durable goods, although this latter category includes many 
consumer items, such as automobiles, refrigerator, furniture, and other 
relatively permanent objects. An interesting sui’vey of the relationship 
between consumer and producer goods was undertaken in recent years 
by die Brookings Institution. These economists reached the conclusion 
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that the former was the more lunduinental, and that cajjital cxpunsion 
follows upon increased demand for various consumer ilcins.*’ This 
point is disputed by other economists, who maintain that investment 
is determined by other factors, such as profit expectation, business psy- 
chology, and the like. At any rate, it is clear today that money saving 
and capital formation are largely independent proct'sscs. Even since 
1929 , there have been abundant funds and a scarcity oi investment 
opportunities. The entire subject of die lelationsliip between con- 
sumption, saving, and investment is one of the most important and most 
difficult topics in the field of economics. Some thinkeis hold that the 
pieservation of our democracy depends upon our ability to jiroN'iilc 
jobs through industrial expansion. This critical problem is treat eel at 
length in subsequent chapters on economic expansion and the. biisiiu'ss 
cycle. . 

The definition of economics just given would be considered some- 
what narrow by such Enghsh economists as Keynes and Hobson. 'Hiey 
would add the notion that economics is also a nonnativi' and regula- 
tive science. To them this discipline not merely explains how wealth 
is actually produced, exchanged, distributed, and consumed, but also 
how this should be done. The merit in this point of view is Ixdng move 
widely acknowledged in recent years. At tlic same tinn*, however, this 
approach must be used widi sound judgment. It would be a mi.slakt?, 
for example, to argue that an economic program must be adopted 
merely because it is highly desirable. It must also bo .shown that it is 
Feasible. But within the realm of the feasible, the normative apjiroach 
shows what may be desirable from the viewpoint of hiiinau welfare. 
Considerations of this nature, when they are deemed appropriate, are 
introduced into the following chapters. 

® Cf the Brookings four-volume survey on The Distribution of Incnmo In Hvhh 
ion to Economic Progress. 
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THE FACTORS OF PRODUCTION 

I N THIS woild wealth is usually produccdt rather than cbscovorc'd. 
Such a process demands toil, skill, and intcllif^cncc. Willi the pas- 
sage of time, it is becoming increasingly complex. Nevertheless, 
economists are able to discern certain constant elements wliieli are al- 
most invariably associated with the production of wealth. The.sc ele- 
ments, called factors of piodiictiou, are traditionally known as land 
(natural resources), management or enterprise, capital, and labor. Of 
these, the term “land” is likely to be misleading today, since the soil 
is but one of the many natural re.sources which furnish Iht' raw mate- 
rial for production. “Management” refers to the work ol lh(‘. enlerjiriser, 
or risk-taker. This function involves the uniting of the other agents of 
production in proper proportion, and the supervision of the entire 
process. In this technical use, management would refer only to jjolicy- 
making and risk-bearing officials, with subordinate leaders acting as 
their lieutenants. “Capital” as a factor of production is imdtTstood pri- 
marily as a physical entity, namely, the machines and tools which arc 
at the disposal of the enterpriser. Finally, “labori* means tho utiliza- 
tion of eveiy type of human effort in die productive process. This 
effort may vary qualitatively from the skilled worker or the salaried 
employee to the common unskiUed laborer. In using these terms, cer- 
tain arbitrary decisions must be made as to classification and teiminol- 
ogy, primarily because distinctions used to explain a .simjile and 
primitive economic system tend to be deficient in d(‘seribing the inlii- 
cate organism of today. Yet, little would be gained her(‘ by an invoK-c'd 
study of words. Provided the realities of the existing .system are adc3- 
quately portrayed, traditional terminology can be accepted without 
further comment. 

The essence of sound pioduction is the propcjr combinatUm of ihc 
severed factors and the correct size or scale of cntciprise. The eulcr- 
priser, or entrepreneur, has the funds to purchase raw mal<uials, ma- 
chineiy, and the services of labor. His skill in using these elements in 
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the right proportion will deteiiniiic success or failure. Thus, for ex- 
ample, the propriKor of a lumber firm will buy enough logs to enable 
him to supply the local market as he conceives it. lie will buy power 
saws and lathes, and hire' labor. It is for his good judgment to deter- 
mine die ideal amounts needed. It is obvious that a few power saws 
will do ihe work oi many laborers employing hand tools. On the other 
hand, the machines arc expensive and would be a poor investment il 
used only occasionally. Once he has installed his fixed equipment, 
he must calculate the right number of workeis needed to operate the 
saws and lathe.s. If, for instance, he had five of each, he might get 
along with only ten workeis, who could co-operate to haul the log.s 
into position, cut them into manageable pieces, and feed these smaller 
pieces into the tools. Alter a while, however, the proprietor would 
realize that il would be more economical to hire other men and pur- 
chase other ('cjnipmc’nl for hauling logs and removing lumber, heaving 
the ten ongmal vrorkeis to work full time at the power equipment. 
The new workers would pioduec? more than they cost, since tlicir pres- 
ence jierniitted the lull use ol niachine.s. Ultiniat<*ly, however, a stage 
would be reached when additional workms would cease to pay their 
way. Tlu* last laborer to be hirc'd, the .so-calk*d marginal worker, would 
produce only a .slight amount alnive his wages. At this stage, capital 
and labor would have achieved a bulunco bu.sed on the correct pro- 
poition of faetois J'or a giv(*n output. 

Tlic homely ilhislratfon j’ust iLsed exemplifies the proce.s's of produc- 
tion as it occurs in simple iurm.s and small fac'loiios and in giant mass 
production indiistricw. It is Jound that when other factors are con- 
stant, the addition of units of the n'muining factor tends first to in- 
crease output. After a while, however, each now increment- bnngs 
about a smaller inerea.se until a stage is reached wlwro total output 
actually declines, lliis geiieiali/ation is called the Imio of Diminishing 
Returns. It repn'.si'nls the hazard which every producer must face. It 
is his responsibility to vaiy the use of capital, materials, and labor until 
the right proportion is rcachc'd, .so that further iiiiils of any factor would 
cost more* than the increment in production is worth. The essential 
point in tlu* law is that Ihc sueavssiv^c addition of a factor or gionp of 
factors in a productivij process, with the other factor or factors remarn- 
ing constant, cveiilually r<iachos a stage where added units are less and 
less effective in expanding total production, lliis is the law as seen 
from the physical viewpoint. From titiis it follows that a point is reached 
where the value ol the output becomes piogressively less. Sooner or 
later the value of added output atlribnled to a specific input is no 
greater than the cost ol the input. At this stage, as will be seen in 
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detail later, it no longer pays to add this type of input, while the other 
factors remain constant. 

The soaal implication of this law, as seen by Miilthiis and other writ- 
ers on population, is that indefinitely increasing population moans only 
misery and want, provided the supply of other factors is relatively 
fixed. Malthus felt that growing numbers of woikcrs would soon out- 
run the food supply, as the stage of diminishing retmns developed suf- 
ficiently. To date his pessimism has not been widely jiLSlified, however, 
since increases in capital, development of technical cfficii'iicy, and ex- 
pansion of cultivation have made possible great advances in the stand- 
ards of living. 

Accurate planning and study of production arc possible only if defi- 
nite and uniform standards of measurement arc used. The determin- 
ing of such norms is not always easy. If, for example, quantity i.s used 
as a standard, it must be assumed that quality remains relatively un- 
changed. It would not be an exact comparison to list merely the num- 
ber of automobiles manufactured in 1914 in contrast lo 1941, since the 
modem car is a more complex instiument. To say that the United 
Slates produced 100,000 airplanes in 1944 glosses over the fact that 
the airplane is not a homogeneous unit. The four-molored Suj>er- 
fortress is hardly the same as a single-motored private transport plane. 
Thus, care should be used when dealing with quantitative statistics of 
complex items. In such cases, money value is often a belter m(?thod for 
ascertaining relative output. Here, however, thiee important qualifica- 
tions are necessary. In the first place, costs may vary considerably from 
time to time. The 1946 automobile is not only better tlian the 1905 
model, but it is on the whole less expensive. Again, tlie whole matter 
of costs is relative to the general price level. If all prices rise, as they 
normally do during a war, then increased money value does not of 
necessity spell any real increase in output. A third point in legard to 
the price of goods is that a finished product may be c.xpcn.sivc because 
the materials included are costly. Such would bo the case were wc to 
compare a gold with a stainless steel bracelet. If one firm were to 
produce ten thousand of the former, while another produced a million 
of die dieaper type, a comparison of product value would give a de- 
ceptive picture of their relative activity, A better method would be 
to compute the value added by manufacture. 

It is clear that no single standard of measurement is perfect. In some 
cases, quantity is suj£cient. In others, value or value added is a better 
norm. When money comparisons are made, economists often try to 
make allowances for general price rises. Thus, for example, if wages 
rise forty per cent during a war, while the cost of living increases by 
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half, it is cuslomary to say that money wages inercas<‘cl, bill real wages 
(what can be jiiireliused with a worker’s income) declinc'd. Under 
such ciiaiin.stanc't's, it would be wnse to cht'cl; figures purpoiling to 
show an incrc'use in national income by compaiing the physical quan- 
tities of ouqitil in the periods coneerned. It may be that the same 
amount per ea})ita was produced, but that prices lose, tiuis giving a 
deceptive appeal ance of pi ogress. All these qualifications are neces- 
sary lest we become confused in stud)ing the relations between difler- 
ent pciiods or types of production. 

To {‘xpies.s eoinpaiisons grajihically, economists often avoid ab.solute 
figures and use pi'icenlages instead. They will take a given p(‘riod as 
a base and t'xpre.ss olb<*r periods us p(*rec‘ntagi' points of the base, lliis 
pactiee iiivobes the use oi iiidoK numbers, ludev numbers arc a use- 
ful shortcut lor presiMiliiig luhnmaHoii, pro\ided it is clearly under- 
stood how they art* lormetl. If a sliidenl reads that the 1945 index of 
production is M5, it is impoilant to know llie base year and the type 
of measun'inenl list'd. It may bi* a mea.sure oi physical output or of 
money vahu*. The latter nuiy or may not be corrected to allow for 
general rise.s or declines in prices. Kepiilable wiiters will make these 
facts clear, but ]ileaders for sjieeiul causes and propagandists may de- 
ceive by obst'uiing such important (piulifications. Such tni.susc of sta- 
tistics causes many untrained persons to distrust figures completely. 

Tlic geneial laws of production are naturally affeclcd by the ttpcclal 
qualities of the sqnimir factors. Thus, natural resources lu-c relatively 
fixed in quantity. Land is immobile, and, in a .sen.se, indo.structible. 
By contrast, labor and capital arc capable of expansion and mobility. 
The axpaiision of labor through population growtii is .slow, while 
giowlh ill capital could be more ilexible. Capital, in the money sense, 
and labor, physically sjieakiug, arc (piite mobile. Machinery and fac- 
tories, howijvcr, are not easily inov(*d, nor dotw labor readily transfer 
from one region to anolh<*r. All lhe.s<’ ehai'acU!ri.slics arc bound to af- 
fect the propoilion of the factors used and to determine the details of 
tlic produelivi* proci'ss. In view of this fact, it may be useful to con- 
sider ill a moie specific manner the several elements of production. 

NATURAL RESOURCES 

The bounties of nature have been unevenly distributed among the 
nations of the earth. There arc rich soils and desert wastes, forest lands 
and swamp.s, great deposits of minerals and “havc-nol” regions, power 
resources and their absence, all varying from country to country. 
Among the richest political units are the United States and the Soviet 
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Union, both possessing within their borders nearly all the matciials 
needed for a complex industrial society. In the United States extensive 
surveys of resources and plans for their utilization have be(*ii made by 
the government group successively known as the National Resouiccs 
Board, the National Resources Committee, and the National Resomces 
Planning Board. This group has catalogued die main resources of the 
nation in a series of reports and brochuies.^ In general, the picture is 
that of a nation once prodigal of apparently unlimited natural wealth, 
but now awakening to the need of conscivation and planned utiliza- 
tion. 

Basic among our resources is land. The land area of the United 
States is roughly two billion acres, with nearly half of this available as 
farni land, about equally divided between ciops and pasture. The re- 
mainder of our land consists of deserts, forests, sw'amps, and urban 
regions. From land comes food and the malciials lor clothing, furni- 
ture and building materials, paper, and many of th(! syiilhelics such 
as bakelite and rayon. Recent developments in cbeinisliy have made 
even second-grade timber useful for plywood and the plastics. Soft- 
woods can be hardened, with the result that our fastest growing trees 
are available for uses hitherto reserved to tlie hardwoods, liven inor- 
ganic matter is transformed by chemistry into flexible and lustrous le.x- 
tiles, with nylon and spun glass among the marvels of the age. Alco- 
hol made from farm products returns as synthetic tires on the whccjls of 
tractors. Thus, in many ways an inexhaustible gift of naluTC becomes 
the raw material for the most diverse industiies. 

Beneath the surface of the earth lies the rich kingdom (jf minerals. 
Among these are the metals, with iron as leader, which arc so vital for 
machine and skyscraper alike. Copper, lead, zinc, bauxite for alumi- 
num, magnesium, to say nothing of such valuable alloy metals as tung- 
sten, manganese, vanadium, and chromium are available lo some de- 
gree in the United States. We have relative abundance of the great 
fuel sources of coal and oil, although the latter product is being used 
so rapidly that reseives might easily be depleted. Coal is at tho same 
time the source of scores of valuable by-products, including the famous 
coal tar dyes. It can be used to generate electricity or to make syn- 
thetic gasoRne. Power can likewise be had from our ploiitiiul water 

^ Among the mu’or publications aie tlie various surveys of slate, planning luloascd 
in 1935, 1936, and 1938; and of city and icgional plonuuig issued in 1937, 1938, 
and 1942; then general report for 1942; their special repoils entitled IndustricA 
Location and Nationai Resources (1942); Energy Resources and National Policy 
(1939), Deoelopmera of Resoutces and Stabilization of Employincnt in the 
United States (1941); and The Sttuclure of the American Economy (1939). 
These documents are ridi in research material. 
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resources. Some streams are mo.st useful for uavigation, others for hy- 
droelectric developments, while several ean be used in both ways. 
Thus, coal and water are the giants which furnish energy for industry, 
transportation, and eommeree. Yet, .some of these resources are limited. 
Even oin huge reserves of iron ore were heavily depleted by the Second 
World War, Military piudeiice, to say nothing ol sound economics, 
would counsel ihr* iinjrortutioir of potentially seaice materials in retnm 
for the products of our (arms and factories. 

Hie economic implications of the possession of raw materials are 
great. Conti ol ovit tlK>.s(* ess(*ntial re.sonrces gives virtually unlimited 
power. Gn*al lortmies hav(* Iw'en made from lands hought for a mere 
trifle dining the early years of our nation. Dominanee over natural re- 
sources ean l«‘ a sauuv of monopoly, while wa.steful exploitation may 
involvti the stjuandeiing of an essential heiitage. It is going too far 
to asseit that the causes ol war are basically economic, yet it is inter- 
esting to study the ecoiioniic faetors in lecenl wars. The great imperial- 
ist drives of tlio niiicl<‘<*iith eiMilury were struggles for resources. Moie 
lecently, the Axis powt‘is elanned that they were, driven to war in the 
effort to gain “living roonr irom the “have” nations. Without conced- 
ing the validity of tlitdr argunu*nt, it is (‘a.sy to see how an industrial 
nation inu.st hav<‘ accc*ss to materials through world trade, or it will seek 
such access by force. Truly the owiions’liip and use of the resources of 
natuie constitute u vital factor in the economic process. 

ENTERPRISK, TECHNOLOGY, AND MANAGEMENT 

Natural re.sonrces in their undeveloped form arc rarely of immediate 
use to the world. The potential riches of Northcni Canada, Ala.ska, 
Siberia, China, and parts of South America and Africa do not as yet 
contribute gri’atly to the wealth of mankind. Some of these riches are 
not tapped lieeausc of transportation problems, but in other cases it is 
simply because no enterpriser ha.s seen lit to develop diem. It is the 
risk-taker, the captain of indu.stry, who acquires funds and organizes 
production so that jiolentiul winilth becomes readily available. Orig- 
inally he was the genius who discovered new possibilities, the man- 
ager who diiccted their jiroduction, and the salesman who convincc*d 
others of their value. Today he is likely to have a corps of .specialized 
assistants who perform these tasks, but his is the ultimate rc‘.spousibil- 
ity for their success or failure. It is enlightening to note in detail how 
enterprise functions in modern economic life. 

The first step in enleiprisc is the pi'oniotion of a new venture. Such 
promoters may be persons ol modest means who see an opportunity lor 
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B, new gnrnge, a barber who decides to open his own shop, or ii re- 
turned soldier who feels he can manage a restaurant. On the otlier 
hand, they may be wealthy men who listen to the stoiics oi inventors 
or researchers and decide to take a chance. They may be piolessional 
financiers who feel they can reorganize and expand some sick firms. 
Still more likely, they are executives of gieat corporations, studying 
the reports of trained scientists and engineers, and cinbaiking upon 
television, air conditioning, or the family airplane. Sonu' ri.sk their own 
funds, but more often they will call upon the ext(‘usiv(^ sources of 
funds to be described hr a subsequent chapter. If they suecet'd, lh(>ir 
names may become by-words, as are tire names of EJIs«)n or I*’ord. 
But many fail in the attempt. It is precisely this risk that both taxes 
their ingenuity and entitles them to a suitable reward when they win 
out. 

Important for enterprise today is tedhnolo^tj. Tlie scii'ntiiit in the 
laboratory and the inventor tinkering in his cellar contribute that flash 
of genius which leads to progress. Six great modern indu.stiit'S ba.sed 
upon the telephone, the automobile, the motion picture, ra/lio, and 
synthetics are a tribute to the work of llic technician. New iinjrrove- 
ments in the mechanical cotton picker may change the enliie <‘eononiy 
of the South. Both the synthetics and electronics appear to have ex- 
tensive possibilities. The most significant development in inodc’rn tech- 
nology is the fact that research is organized and cxleii.sive. Many of 
the great industries spend millions for scientific develojmu'iii, with 
General Electric going so far as to subsidize pure science' ^v^thoul hav- 
ing demanded immediate practical results from Steiiuiiilz and hi.s col- 
leagues. The Du Fonts are particularly noted for corporate rc.seardi. 
Nylon is not only a great discovery, but it is indicative of an iinportaul 
trend towards “tailor-made” products. Industry is trying to improve on 
nature. Substitute is no longer df necessity an opprobrious term. In 
rubber, for example, heat-proof, oil-resistant synthetics perform certain 
operations better than the natural product. It would he inUsirsling in 
this connection to read through a year’s advertisements in Fortune 
magazrne. Here a student will find technology dramatized.^ In addi- 
tion to private research, many government agencies, .such as the Bureau 
of Standards and the Department of Agriculture, carry on inten.sive 
investigation programs. 

3 An important document on technology is the Nalionul Resources Conmiilloe’s 
Technologtcal Trends and National Policy (1937). Goveriimout documctils this 
type can be purchased from the Superintendent of Documents, Washington 26, 
D C., and are available m most lai^e hbraiies. Much of this material is sum- 
marized m S. M. and L. Rosen, Technology and Society (Macmillan). Sea also 
E. L. Bogait and C. E. Landon, Modem Industry (Longmans), ch. 28 
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Aiiotlii’r iinpDrlanl j)ha.s(' of onUMpiiso is mam^rnwni, Managenicnl 
directs tlic* organization and operation ol a finii. As far as cirenm- 
staiiccs permit, it cloltamiiu's upon location of plants, with due regard 
to availability of niateiials, tiaiisportation, labor, and markets. It also 
decides ujion the type of operation and upon specialization. Thus, 
a firm could not only nianulacinre a fini.shed product, hut it could 
also develop raw matc'nals and acces.sories. Ford has succeeded in tliis 
form of so-called \eilie.il organr/ation in automobiles, making not only 
the car itsell, but the steel and .synthetics for its parts. General Motors, 
on the other hand, puicha.ses many of its raw matoiials and deccntial- 
izes opeiations through semiantonoinons subsidiary firms. In general, 
the trend in mdustiy is towards increa.sed specialization, with each 
firm manufaeturing a single product or series of related products, .such 
as iron and stc'el, tires, cans or glass coiitainer.s for food, and the like. 
Such concent latioii of activity makes lor increa.sed interdependence 
in the modern economy, with the ie.snlt that a di.sruption caused by a 
catastrojihe, striki*, or depression can .spri'ud rapidly tliroiigliout the 
entire .system. Sjiociali'/ation also fo.sters mas.s jiroduclion, since the 
simplification of operations permits the greater use of machiner)'’ and 
assembly lines. All this in turn adds to the complexity of management, 
for such gigantic operations must be .synchronized perfectly to have 
eificient opcTUtion. Malc’rials must he available in propc'r quantities at 
the right time, parts must be at hand in adequate numbers to permit 
uninterrupted operation of the a.s.sembly line, and the finished product 
mu.st be removed rapidly to avoid congestion. An excess of materials 
would caii.se storage problems and a lack would paralyze the entire 
procGs.s. Skill and <‘.\perience are leqxured to plan large-scale opera- 
tions. 

Manngcineiit today is attempting to apply scientific principles to the 
utilization of labor. The pioneer in this field was Frederick W. Taylor, 
who improved ujion the hit-or-miss policies of the nineteenth century. 
He advocated belter working conditfons and caieful time and mo- 
tion studi<\s of each job. With .such analyses, new employees can b(’ 
instructed more can-lully. This infonnation also piovidc'S a basis for 
incentive payment plans. A .somewhat .similar proce.ss is the applica- 
tion of p.syclu)logy to indu.strial relations methods and the schooling of 
foiemcn in the intelligent use of authority. Aptitude .studies fit workcis 
to the proper jobs. Division ol labor permits each woikcr to learn one 
task thoroughly and j>erlonn it elRciontly. Thus, the law of compara- 
tive advantage, whereby eacli concentrates upon his he.st skills, is ap- 
plied to industry. Just as the t*xecutivc would be foolish to do his own 
typing, so likewise it is a waste lor a .skilled mechanic to be compelled 



to haul materials or dean tools or machines. Skill is gamed, time is 
saved, and machines are used more efficiently by specialization in the 
use of labor. A striking illustration of the worth of these methods was 
the immense quantity of wai materials turned out by largely unskilled 
labor in tlie Second World War. On the other hand, the routine and 
monotony of such repetitious work often has an adverse elfect upon the 
worker. Even if no positive personality injury is done, theie i.s the ab- 
sence of die mdependence, poise, and self-reliance of the skilled crafts- 
man. A first-class mechanic, a competent radio engineer, or a trained 
piinter or bookbinder gains in character and personality from hi.s work. 
Unless society develops leisure-time compensating activities, tliioiigh 
games, civic tasks, union functions, or hobbies, a social problem may 
develop. Perhaps the industrial unions which parallel mass production 
industries may be an impoitanl factor in offsetting the effects of job 
routine.® 

A final phase in enterprise is the marketing of the product. This in- 
volves selling and all its subsidiary funetions. For most products de- 
mand must be created, at least for the specific brand. This is done by 
adveiidsing and salesmanship. Credit and instalment iinanco tech- 
niques make purchasing easy. Brokerage, wholesale, and ri^tail outlets 
must be acquired for the tiansportation and disposition of the article. 
Storage is often necessary. In many products, standard.s and grades 
must be set. For others, service facilities are required. Some industries 
integrate the functions of production and marketing, as when auto- 
mobile firms have regular dealers and their own finance corporations. 
Typewriter and radio companies likewise often have local representa- 
tives for sales and service. In other cases, marketing is largely done 
by independent groups, with the primary producer content to sell to 
large jobbers. It is even possible that the factory be little more than an 
agent for large distribution groups, such as ^ain stores, mail-order 
houses or large department stoies. At times such mass purchasers have 
their own private brands, often identical with goods nationally adver- 
tised under standard brands. These several techniques of marketing 
are important concomitants of mass production, for only a mass market 
can justify large-scale industrial establishments.^ 

® On management, cf. E. G. Anderson and G T Suhwenning, TTie Science of 
Pfoduction OrganizcMon (Wfley); F. W. Taylor, Principles of Scientific Manage- 
ment (Harper); and E. Bogart and C. E. Landon, op cti., dis. 3-9, 27-23 

^On marketmg, cf. F. L. Vaughan, Maiketing (Farrar); F. E. and C. P. Clark, 
Principles of MarkeUng (Macmillan); C. F. Plnlips, Marketing (Houghton); 
R. S. Alexander and others, Marketing (Gmn) and G. W. Barker and M. Anshon, 
Modem Marketing (McGraw-Hill). 



MACHINES AND MEN 


It was stated that <*nU‘i prise* oigaiiizcs luou, nuichmcs, and materials 
into a complex ]nod\ictive jirocess. Today labor is fiecpieirtly applied 
directly to land or material to tuin out a finished jirodiict. More char- 
acteristic ol' modem economic liie is what is termed rotimhboul pro- 
ductimi. Tliis involves the use of labor to make tools and machines 
which will give a mneh larger output. The* fanner who, instead of car- 
rying water in buckets from a stri'am, takes a few days off to build 
a conduit to his home affords a piiniitive illustration of tliis process. 
By spending some extra time in de\ eloping a capital instrumeiil, he 
saves labor in the long imi. Man has progressed from the stage of 
simple tools to intrieati* maehines and giant sources of power, thus 
multiplying many tim<*s the effid<‘ney oi his woik. Today wc liave 
macliiiies which make maehiiK's to produce goods for consiunptioii. 
Unqiieslionahly, eajiital goods foim a major iactor in the productive 
piocoss. As a lesull the ]iroe(*ss betxmu's inoix* lengthy and involved, 
but iinmensidy jnor<* (•ffi<‘ieut. 

The viodcni mnehinr can perform a high percentage of tlie produc- 
tive uctivili<‘s ol man, and usually do a mneh belter job. Today prac- 
tically all ol man’s senses eau be parallehxl by ni(*ehanical, chemical, 
or electrical de^ie<^s which an* both nntiiing and often inoro accurate 
than the luuiuin body. 7’hus, the photoelectric cell can judge the color 
of textiles more surely than the iyi\ spot imperfections in paper, tell 
when slei'l has reached the ]ir<)p<*r degree ol redness in reheating Jur- 
naccs, d('i(‘ct smokt*, and otlu*rwiso replace workers as observers in in- 
dustry.® If n( e(*s.sary, industry can also hav(> the services of an "electric 
ear” which c-an sill and sort sounds. Man’s ability lo gauge lempcr- 
atme, pressiin*, weight, lorm, and size is now duplicated and even 
exceeded by maehim’S. With .such devices, d(‘licato adjii.stincnts are 
possible. Pails can easily b(i made with loh'rance of error less tlian 
1/20,000 of an inch. Such nnilormily is necessary for mass production 
and assembly ol intricate machinery, but it has Ijccomc commonplace 
in American industry. lAnlh<;rmore, the machine possesses speed in 
addition lo aecuiacy. hlleclric motors and new alloys make possible 
speeds wlneli once would have seemed fantastic. Much production 
today is done by high s]ieed, scmiauloinutic or automatic machines. 
A simple ilhislratiou woidd ho ordinary packs of cigarettes, which arc 
rolled, counted, and packed compactly, and sealed in cellophane at 

^ It Ims bc'iMi (‘sliintit(‘rl that this, device iilone could ri'place uvei 250,000 worlc- 
cis. Cf. Tcchtwloifival TrentU and NatUmal Policy, p. 323. 



a very rapid pacts. Machines do not tire. They arc fast and acciiralc. 
They concentiate immense power in a small space. It is scarcely lo be 
wondered at that this has become an age ol machines. 

Machines would be useless without power. It was no accident that 
the greatest development in maclunery came alter the discovt'iy of the 
steam engine and subsequently of the internal combustion engine and 
the electric motor. Man has always shown the ingcimily and skill 
which today expresses itself in technology. But the genius responsible 
for the Pyramids or the hanging gardens of Babylon was a giant in 
fetteis. The scientific drawings ol Leonardo da Vinci were but 
dreams in his day. It took power to snap tlicse fetters, steam which 
supplied the energy of thousands of slaves, giant turbines which in a 
day did more work than aU die fcllahin of Egypt could have done in 
a year, and electi'icity which added to power the finesse and delicacy 
of the skilled artisan. Coal, watci power, and oil are basic to modern 
industry. Atomic power may unleash unbelievable stores ol energy. 

We should not exaggeiate die place of the machine in mod{*rn pro- 
duction. We do not yet live as did ancient Greece or Home, with slaves 
—this time of metal— to do our work while wo concentialts on learning 
and culture. Man, with his energy and skill, is very lunch a part of the 
productive process, so much so that die study of population is as much 
the concern of the economist as the sociologist. The total size of the 
population and its age composition have much to do with the (piantity 
of the available labor force. In the United Stales the population is ex- 
pected to range upwards to 150,000, 0(X), an increase in twenty million 
from the present level. This growth will come from cxcc.s.s of births 
over deaths, rather than from immigration, which is virtually non- 
existent today. The present working force is estimated at fifty million 
or over, and should increase as the ratio of adults lo children rises. 
There is considerable controversy over the economic e/Tccts of popula- 
tion changes. On the one hand, a growing population is held lo add 
to the danger of large-scale technological uncniploymonl, to be de- 
scribed presently. On the other hand, a declining population might 
curtail the mass market wliich is the concomitant of mass ])roduction. 
The truth appears to be that die underlying assumption— that more 
quantity of population is a major factor in living standards— is false 
under current American conditions. Population decrease would not ol 
itself reduce relative technological or cyclical unemployment, nor 
would increase in numbers necessarily insure a stable mass market 
Other factors, to be treated in subsequent chapters, are much more im- 
portant in solving this problem. If the other conditions for full employ- 
ment are present, it is likely that we can have an increasing standard 
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of liviug, regaicllc'ss ol any procliolalilo population growth. When they 
are absent, the social problem ol poverty and nneinployment will re- 
main regardless ol eflorls io curtail growth in ninnbeis. The entile 
discussion is an interesting example of the fallacy which constantly 
crops lip in economies, namely, that what appears good for a single 
individual would be good il all individuals einiilaled his example. 
Such is the mistaken atlilnde ol the nionopolisl, who cm tails output 
to raise prices, ol the wasteful exploiter ol natural resources, and of 
the oppressor ol labor. Sueh likewise would be the error of the city 
dweller, who finds children an eamoinic haliilily, or the lanner, to 
whom they an* an eeonoinic asset, weri' they to solve tlu* population 
problem merely by universalizing tluir special conditions. 

The impact of the machine on labor has given rise to a major coii- 
troveisy over trrlinoloffiral mwmplotjmvnl, or llic permanent net dis- 
placraienl of men by inaehiiu's. Tln're is no quivstion Init that techno- 
logical innovations lead to lemporary displaeenuuit of labor, but the 
leal difficulty is whc'tber on the whole they cieato nioie jobs than they 
destroy. Allied to this problem for all praelical purposes is the similar 
displacement ol woikers by other types of effieh'ney and lalionalization, 
such as the supei market, the one-man street car or improved office 
techniques. In all tlu‘sc‘ cus(*s, there' is no controversy as to some of the 
facts. Dial t(*l<‘phones re])luce‘ opeialors. Mechanical highway equip- 
ment c.\cavatt‘S loads, grades the soil, and lays cenu*nt faster than could 
hundreds of laboi eis. The tc'xtilc industry is becoming almost com- 
pletely mechanized, while the nidio industiy can jirodnco sets with 
half the labor recpiin'd in 1929, The continuous automatic steel strip 
mill meant a ninety-seven j)er cent K’dnction in the need for labor. 
A die can stamp an ('iitire automobile top in one operation. Production 
per farm worker has steadily increased, while tlie number of workers 
has shown a gradual dt'cline. liven in office work, machines are re- 
placing clerks, as the adchessograpli, calculating machines, and book- 
keeping and billing (‘<piipment grow in importance. Automatic control 
systems rcguJule liaiii movc'inents, and automatic substations, com- 
pletely imatlended, relay elt'eliic power. Tlio automatic stoker re- 
places the fireman in tlic tending ef hiriiaces, feeding coal which in 
turn may have lieen dug by power shovels stiipping tlio suifacc coal 
from entire regions. 

Displacement is not merely a matter of machinery. Improved proc- 
esses may load to gi-eater durability and consequently fewer leplace- 
ments. Metal outlasts wood, and tlic model a rayon or nylon coid 
automobile lire has a long lilc expectancy. Welding is more economical 
than riveting and iequiic.s less labor; in fact, spot welding can even be 



done by machine in some cases. Increased speed of operations can also 
be a factor in displacing workers. If furtlier details arc sought, one 
could consult the 1300 pages of hearings and exhibits l>y the Tempo- 
rary Mational Economic Committee entitled Technologii and Concon- 
tfotion of Economic Power or its monograph Technology in Our Econ- 
omy. All this, however, is professedly but one side of the picture. 
Statistics could be given, in many of the industiies where new devices 
have displaced workers, to show that total employment has increased. 
The same heaiings which aflorded the illustrations just cited likewise 
produce scoies of instances where madiines have cut costs, stepped 
up output, and consequently occasioned more jobs. Tlie classic ex- 
ample is the automobile industry, which was devastating to the black- 
smith, carriage, and stable trade, but which overcompeiisated by its 
huge assembly plants, the subsidiary tire and gasoline industries, the 
stimulation of roadbuilding, the thousands of garages, filling stations, 
and repair shops, and hundreds of other occupations created by this 
new development. When the subject is discussed by a balllo of illus- 
tratious, the result is likely to be a polemic stalemate, with more con- 
fusion than enliglitemnent. 

In the attempt to get to the bottom of tbc matter, economists try 
to supplement illustrations vwth analysis. Some of this analysis is the- 
oretical, such as the aigument that rationabzaiion leads to lower costs 
and consequently either lower prices or higher pioBts or wages. Either 
alternative will permit consumers to buy more of some goods and con- 
sequently stimulate emploiunent. Higher profits could u'leaso funds 
for investment in new industries and new jobs. The crux ol the whole 
problem lies in the fact of expansion. It is not clear that profits could 
always be used for new investments or additional consumer expendi- 
tures. hJor is it certain that any such expansion would be adequate! to 
absorb displaced workers. This question is so important that an entire 
subsequent chapter is devoted to it. 

For the present, it may be enough to present a factual analysis of 
the problem. Objective study of the facts indicates two distinct and 
somewhat independent trends in our economy. One is the factor of 
dispMcement through technology and efficiency. Average woikei pro- 
ductivity in manufacturing has increased at an annual rale of three 
one half per cent in the decades between the World Wars. This 
increase was stepped up during the Second World War in spile of the 
mflux of untrained workers. The other trend is the factor of replace- 
ment tbrou^ economic expansion induced by lower costs and prices 
and by new industries and occupations. Until recent times, expansion 
has generally been adequate to counterbalance displacement. Labor 
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was ncc'ck'cl to build tlu* great mmoniic machine ol ])i{‘scut-day Amcr- 
ica-fiisl commerce anil agiicnlture, then lianspoilation culiniimling 
in the raihouil era, next the development of the l)asic industries, and 
finally the aiiloinoliile with all its raiiiificalioiis, Fm a good part oJ this 
period, the fioutiei and ioreign markets acted as a safety valve for 
occasional inaladjiihtments. More lecently, the expansion of lhi» service 
industries has j^iovided new oppoitunities for work. On the other 
hand, the rejilacement process has undoubtedly slowed up in recent 
years, while displacement has aeeelenited. There was little new in- 
vestment liming the 'Phirlies. Many of the promising discovi'ries of 
today reipiire only a few workers, and some may be labor-displacing 
substitutes for (‘xistiiig materials, such as plastics and synthetics for 
steel, wood, and eotton. Nothing is known at jiresenl which compares 
to the unlomobili* m its potentialities. Smvice oeeiipations aro not 
reliable, safety valves, siuee they ti'iid to follow the employment trend 
of industry rathei than eompeiisate for it. Hence it is safe to conclude 
that technology and ratioiialr/alioii present problems whieh they do 
not autoinatieally solve. The only real answer lii*s in the fiidd of price, 
investment, and ineoim* jiolicies to he treated latei.** 

There are olhei important social im})licali(ms of the machine econ- 
omy. On till' oni* hand, it has h'd to (‘omforts and luxuries on an un- 
paralleled scale. On the other hand, it has occasioned concentration 
into the gieat iiiduslnal eiliixs .spawned hy laige-scale production. 
Cramped a])artinent.s have inteifered with fanrily life, while outside 
attractions such as the molioii picluies and the automobile complete 
die changi*. The sense of unity and responsibility which is fostered by 
small coiiimimilies is not so readily avuilalile in the large city. Recently 
there has bi'en somi^thing ol a trend towards dcccntialization, since 
the automobile, electric power, uiid possibly the airplane have made 
both homes and industry less dependent upon the metropolis. Rapid 
transport, the ladio, and even the motion pictures permit many to pos- 
sess the cultural and recriMtional advautagixs of the city, wilWit .sac- 
rificing till' opjiorlunilies lor more gracious and loss hectic living as 
afforded in smallei eoinimmities. 

“On II11.S I'l'. .S. Ji«‘Il, Puxlurtloily^ Wapf,% and Naltonal Income (Biciok- 

ings); D. Rockclcllcr, VuiM'd Rcsouvcch and Kconomic Waste (tfiiiv. of CJlnciigo), 
E. Lcclpicr, Trrhmral Piof*rrMt and UnmipJoynirnl ( InliTnationiil laiboi OUkv); 
M. L. Flnlilcnis .uid M. J.. \an Klocok, Tcchnolo^i/ and LlvcUhand (llii.s.soll Sago); 
tlic TNEC and NaLioiial U('Sour('e.s Coiniiiillco docinnunls cited in l)io also 
the WPA factiml sliidios, when* av.'iilahle; R. A. Divoii, ICconomlr Institutions 
and Cultural (.'/amgc (Mc(baw-IIill), elis. IB-l.'j; S M. and I». Rosen, op. eit., 
chs. l-ll, and K Rogail .lud C'. K T/.indoti, o;> fit., chs Jl*!— 20 On population, 
of. P II. Landis, Populalioii Ptohlems (Amuiicun Book Co.) and W. S. Tlioinpson, 
Population Problems (McCriaw-Ilill). 



The madiine has issued a diamatic challenge* to modern society. 
Properly used, it could lead to the abolition of poverty and the advent 
of an “economy of abundance.” Several inventories of our economy 
have been made in the attempt to discover the potentialities ol a full 
use of our human and material resources. Tlius, the Biookings Institu- 
tion in its noted study, Americans Capacittj io Produce, c.stimated that 
even in our most piosperous year, 1929, we were using only eighty 
per cent of our immediately available lesourccs. Other estimates have 
gone considei ably higher. Perhaps the most stiildng indication of our 
possibilities was the production recoid during the Second Woild War. 
In that period, with eleven million of our best wovki'rs withdrawn 
from the economy and most industries conveited to war production, 
it was still possible to maintain a comfortable level of civilian living, 
while supplying food and munitions to an unprc'cedented degree. A 
comparable peacetime organization of production would afford results 
whi^ would have seemed visionary a decade ago. Conversely, a low 
level of output, in view of increased efficiency, could mean unprece- 
dented unemployment. Clearly, however, the authoritarian means 
necessitated by war do not fit in with the “rules of the game” as ac- 
cepted in the United States for peacetime. With abundance, employ- 
ment, and reasonable security as the goal, free enterprise seeks these 
objectives by observing definite laws and customs, A dynamic econ- 
omy can only move forward. There is no possibility of stopping the 
process of change while we adjust ourselves to the developments of 
yesterday. Machine production is here to stay, regardless of the prob- 
lems it occasions. This is indeed a challenge. If it is not met, profound 
economic, social, and political adjustments seem incvitablo. 
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O uH PRODUCTIVE systcm is profoundly iufluonccd by ihc financial 
organization of business. The generic term “niiuiagoincnt’^ is 
susceptible of vaiious concrete embodiments, llucc ol which 
are important in modern economic life. A given piodnctivc? unit may 
be owned and managed by an individual, by a group, or by a legal 
personality. In the first case we have personal propiietorship. The 
second is known as a paitnership, while die thiid is styled the corpora- 
tion. Each denotes a different kind of ownership and control, with 
substantially different rules and policies. 

THE ORGANIZATION OF SMALL BUSINESS 

A sizable percentage of American business is carried on by means of 
pers&nal proprietorship. Hundreds of thousands of small business men, 
contractors, groceis, and the like fall under this category. In concenis 
of this type one man owns the entire business and assumi's sole le- 
sponsibility for its conduct. Because one man has to collect the capital 
necessary for the enterprise, it is usually small in scope. This fact leads 
to certain definite advantages, such as centralized responsibility, flexi- 
bility, and the possibility of zealous, personal attention to the details of 
business. The owner usually enjoys direct contacts with his customers 
and his workeis. He is able to ^ange policies quickly when die need 
arises. Again, he is likely to devote a great deal of attention to woik 
which is so boimd up with his own interests. In addition to these ad- 
ministrative advantages, the proprietorship many times enjoys a lower 
tax late. Special coiporation taxes do not affect it. In fact, state gov- 
ernments, and even the federal government, often pass discriminatory 
laws against competing forms of organization. They favor widely dif- 
fused ownership because of its social implications of stability, initiative, 
and independence. Nevertheless, there are important drawbacks to 
the use of the proprietorship method. Debts of such firms arc personal 
habilities of the owner. He may lose all his property because of losses 
inclined by himself or his agents. Furthermore, the chances that he 



may foundci m llu* coinpi'litivo sea an* unfciiniiirlii])lv Ilo has 
not the ifsouicos of a lar}>o corjioration. It is ii.siuilly more* dilficult 
for him to laiw new hinds. Evon ni iiinning his hu.sino.ss, lit* cannot 
affoid the e\pt*il help obtained by the eorpoiations. Many times poor 
business inelliods keep Inin ni continual trouble. Unlortuiiatcly, many 
such cinployeis attempt to recoup by “.sweating” theii workers. Even 
wtli good inelluMl.s, it is dillieiilt Joi the single ownei to compete with 
larger films, whieli enjoy the econoiiiKss of large-.seale piodiiction and 
purchasing, and s\Iiieli possibly ii.se le.ss legitimate methods of coinpt*- 
tition. As a lesnlt of all llii'st* laetons, personal proprietorship is often 
a precaiions nnilei taking. 

Much .small bnsine.ss is can it'd on through tlit* /w;/«er.s7iip, or the 
joint pioprietoi.shij) of two or more owners, n'giilaled according to the 
tenns of an oial or written eontrael. It dotss not dilfer in any consider- 
able degiee Ironi the single pro])iietoi*ship. The cajiital of .such iiims 
is larger beean.se of the pooling ol the rt'.souices of .sevr-ral partners. 
They an* eoiisuh'red safer en*(lit li.sks ina.siniicli as the d(*bl.s of the firm 
are personal liabilities of each of the paifneis. This lattt‘r point, liow- 
ever, is a di.sadsantage from the \iewpoinl of the individual partner. 
Hois re.spon.sible for the aetlon.s of bi.s pailners and may .suffer great 
loss till ongli no fault of bis own. Eiirthermort*, jiartiu’rshfp is relatively 
uihstable. It has lo be eonijiletely (Iksolved and a new eontiact drawn 
up at the death or withdrawal of any paitner. This involves al limes 
diflicull ((iieslions of valuation and policy. Aiivtbing approaching 
unanimous agK'i'im'iil on jioliey is fiefpientl)'' hard to obtain. In .spUu 
of all these* difficulties the eheapne.s.s, flexibility, and privacy of this 
airangemcnt ap|i(*al lo many bushK*.s.s men. Even the great firm of 
Morgan usc'd lliis foim of eoinliination. 

Analogous to tlu* jiartnership arc the syndicate unci the cartel. Tlio 
syndicate is an ml hoc. parlnershiji, fonm*(l for a specific purpose and 
dissolved upon il.s aecoiinili.shmenl. niis form is used foi spreading 
the risk of largo in.siiranet* jiolieies, seemity is.su(‘s, and tho like. A 
cartel is a .sp(*cial union of vaiioiis bnsine.ss lirms in the effort lo obtain 
common produelion and sale.s poliei(*s. It usually aims at achieving a 
virtual inonojioly in a procliicl. The individual inc*mbcrs of a cartel 
may belong in any of the three major classes of bn.siiu*.ss organization, 
aldiough the cartel is normally a .syndicate of corporations. 

As a rough gc*neralizalion, it may be said llial .wiall-saih huxinex,^ 
will bo found where flexibility and adaptability are al a picmiiim or 
where .spi'cial conditions limit the maikct. Highly .specialized produc- 
tion, .such as Iht* making of individually tailored .suits and dresses, is 
usually limited to smaller finns. Many of the services naturally fall 



into this category. Barber shops and automobile repair garages arc 
normally small, many of them owned by proprietors or partners. Pro- 
fessional services rarely assume large proportions, although diversity 
of skills might make the partnership form superior to individual pro- 
prietorship. Thus one lawyer might prepare briefs, while his partner 
argues cases before the couits. A group of doctors might band together 
into a clinic, where the patient might receive a variety of specialized 
treatments under the same roof. Of course, even small business might 
find it advantageous to use the coiporate foim, because it ailords lim- 
ited liability for the firm’s debts. 

Large-scale business is indicated where either the physical nature 
of production demands it or where great economies can be clEecled by 
its use. Thus, the sheer size or complexity of certain goods, such as 
locomotives, steam cranes or ocean-going vessels call for gigantic in- 
stallations. One could haidly imagine a small group of craftsmen or- 
ganizing to build a battleship. On the other hand, even whore small 
plants could turn out a product, there are important savings which can 
be had through the use of laigc-scale methods, provided only that a 
mass market is available. A large firm can get raw materials more 
cheaply, because it takes less time and trouble to handle one big order 
than it would to ship tlie same amount in a hundred smaller lots. For 
the same reason it finds it easier to sell its securities when it needs 
funds. It pays loss for its money as a rule, since its credit standing is 
well known. In the productive process, it can use the techniques of 
specialization, division of labor, and machine production, described in 
the preceding chapter. Likewise it can afford research, utilization of 
high-class executive personnel, and other such characteristics of pro- 
gressive business. It can also indulge in expensive advertising cam- 
paigns to capture the market. Many times extensive operations permit 
the development of by-products and side lines, which would be too 
expensive for a small firm. A classic example is the use of some of the 
by-products of meat packing in the pharmaceutical industries, for 
various endocrine extracts. It would not pay a small abattoir to collect 
various glands, yet such a process affords a sizable profit to the larger 
companies. As a result of all these advantages, large plants and vari- 
ous combinations of plants and industries are playing an increasing 
role in our economy. 

Extension of business operations naturally cannot go on indefinitely. 
Sheer size and complexity have their attendant disadvantages, which 
can go far to nullify economies in purchasing, production, a nd market- 
ing. A certain amount of infiexibili^ and even bureaucracy necessarily 
accompany bigness, wherever it is found. The loss of personal contact 



and ovaliiiitioii oilfii is soiidiis. (JoiiSiujiU'ntly .snialli'r Inisiiu'ssi's siii- 
vive anti tliiivo. '‘rhiis, the so-calU'cl “Litllo Slofl” iiims have suc- 
cessfully cluilU*ii^<‘tl the Unilt’cl Stales Sli-el Coipoi.ilioii, aUhoii‘rli they 
could liarclly be failed small business. Some ic*et*ni sludit's hiiv(‘ indi- 
cated dial inedium-M/ed bu.siiiess’ often h.is lower eosts and Iiighei 
earnings than llu' laigesl fiiins.’ Sueh conclusions aie not .surprising, 
simply becau.s<' the Innnan mind is bound to be overwhelmed by c.\- 
ecssive c'oin})le\il\ 


TIIK Or.i;ANlZATU)N OK LAROK JibSlNESS 

Ncitlici lh(‘ propiielors’hip noi the parttuuship fonu wa.s aderpuitc 
foi the needs (iflargt'-.seale indtislry, fiiuinee, commerce, mining, lians- 
portutioii and communication, and (‘lectrieal production. Mass ]}ro- 
duction, rapidly cnlaiging marlets, anti {jnickcr tran.sporl.itum all called 
for giealer aggregations of eapitul than eitlu‘r an individual or it small 
group could .supply. 'I’lu! savings of a iialiou were needed to build 
up the iiitluslrial einjn‘i<‘s ol today, A new Ivju* ol ctnunu'rcial knowl- 
edge and skill and a vastly I'hanged tpuility of adiuinisiriilivc ability 
were also calletl lor. Tlu* .solution of this jnoblem was found in the 
creation ol the bulutdrial corinmition^ a grou]*) of persons organizt'd lor 
a definite business under a cIuuUt securt'd Irom tho stale, coasidered 
as a legal personage wilh a right lo sue and bo .siit'd, enjoying perpetu- 
ity, pos.sessing liability limiti'd lo ihi* amount of capitalization indicalt'd 
in tlie afore.said charter, and doing bn.siness through a hoard of di- 
lectors elected by liu' .stock im'inbers of Ibo aforesaid corporation. By 
means of this devici*, thousands of pcrsoiw were enabled to buy and 
sell, contract ilebts and enter into agrecmi’iils, as if they were u .single 
individual. Tlii.s “pensoii” crisis’ only by llic fiat of the sovereign' slate. 
By its leave a promoter di'sirons of raising a larger sum of money Lhun 
could be obtained by any other luetliod, or wishing to obtain some of 

^On tlu.'i point, cf. W. I,, (irum, Cotjioratr Siza and Earnluff Power (Iliirvuicl); 
A. L. Bcinlu'iiii and (illK'r,s, How Vwfiialdt' h /h'g liwtincss (Twentielh Century 
Fund); and 'rcinjiur.uy N.ilional Keonimiic' (JnininiUeu inonogiaphs 13, l\c1atioa 
Kfficictinf of iMrfrr, Mrilium-iiizvd, and Hnuill Jimino«h\ and l.'S, Plnancial Clumic- 
tejlilU's of Amrrlran Mannfaclnrinf* Corporalions. Thi* authors of llit'so Iwii 
TNKC inonograpli.s disajirn'o in their nniulu.sioTis, ihu lutlc'r (p. 2>3} lioIdiu}> for a 
direct i-oirelalioii helwt'on si/e and eunmigs, while llu: loinier (p. H) inainluius 
that iiieduiin-siwd business is mme elltoieul than large. Tho ro.woii lor llui un- 
certainly l«*s m llu* ahsi'iu't* of <*iiinpU>U* and rolIahUs .statistics. Monograph 17, 
Prohlcnis of Umall ItuhitWAX, also has inuch u.sofnl data on tho subject of siiiiillcr 
firms. Foi a scaicliing, il sonicwh.il paitisan, critique of tho TNEC monographs, 
see J. Scovilh* and N. Saigcnl, P'ari and Fancy in the TNEC Monographs (Na- 
tional Association ol Manuluctururs). 



the privileges of a corporation, files with any of the states of the Union 
an application for a charter. (There arc also a number of federal cor- 
porations for governmental or semigovemmental agencies, I'oimcd by 
an act of Congress.) He determines to issue a certain number of shares 
of ownership (stocks) and certificates of indebtedness (bonds). These 
are sold to the investing public, to banks, or to similar institutions, and 
tliiis the necessary capital is accumulated. The corporation can now 
function in accoi dance with the lequiiements of its chaitcr. 

The stockholders aie the owneis of the coiporation and are supposed 
to determine its policies. For this puipose a boaid of directors is 
elected democratically, with each shaie of stock normally being cnlillcd 
to one vote. These diiectors in their turn select the executive, officers 
of the corporation and define its basic policies. Tlicy issue re]iorls to 
the stockholdeis, decide as to the distribution of profits, and othei-wise 
act as agents of the majoiity. Thus a veiy large number of investois 
aie enabled to pool their funds and yet obtain a unity ol policy and a 
centralization of responsibility which would bo unthinkable in a pait- 
nership of that size. 

The bondholders are creditors of a firm. They have lent to, not in- 
vested in, the corporation. Accoidingly, their primary claim is the right 
to interest on their investment. Tins daim is a definite item of e.xpensc 
which must be met before profits can be paid to the stockholders. 
Should the coiporation default in its interest payments, the bondhold- 
eis have the right as creditors to file a petition in bankinjitcy. Fre- 
quently their title is similar to that of a mortgageholder, giving them a 
direct lien upon the assets of the company. At times, in bankruptcy, 
they assume the voting privileges of stockholders, with rights superior 
to those of the existing stockholders. However, they have little control 
over a noimal fiim which is regularly paying its interest. Only in the 
case of giave abuses which threaten to destroy tlic basic asscls seeming 
their loan may they inteifere in the direction of a company, fn such a 
case they file a prayer for relief before a couit of equity, alleging that 
irrepaiable harm to their interests will result unless Qic couit int(»r- 
venes and upsets the arrangements in question. Since courts of equity 
have broad poweis to supersede contiacts and even laws which violate 
justice, the bondholder has some assurance that his rights will not be 
flagrantly violated. 

There are many hybrid types of securities which give tlic possessor 
some of the powers of a stockholder and some ol a bondholder. Tho 
best-known illustration of this arrangement is found in “preferred 
stock.” This stock is distinguished from normal or common stock in 
that it enjoys a prior claim to any profits remaining alter tlic bond- 
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holdns hsiM* I)ffn 'Hiis is nsnally liinili'd lo iibimt 

seven pov cent of llu* luft‘ \aliu’ of the slock. At limes this obli^aliou 
is ainiuIiiliM*, eimun*!; o\ei fioin yoar lo \car in the ewnl of nonpay- 
ment. Thus the pH'li'neil hloekboltliTs oiijoy soinotlnii^ oi tla- .seeurily 
ot llie bondboUlei . Since, however, they lake a j;roaUT risk of reeeivin}> 
nopiofils, and eM‘n losin^i* tbeii etpillv (ownership) enliiely, they nsu- 
allyieeeive a hijulu'i rate of inleiest. On the other hand, they do not al- 
ways reet‘ive tlie \olinfi jMuveis ol ow iiership. In i event y<*ars the powers 
of tho varitnis types til in\('*.tors base lietai interefianj^ed and .shifted 
to a considerable denree. Tims iheie have h(‘eii issuc'd iioiivoting eoni- 
mon sloek, bonds I'onveitihle into sloek, ])rt‘ferred sloek with voting; 
privileges, (lifferenl elassiss oi eonunon sloek with nnc'cpial rights and 
voting piiwers, and nnineions ollua variations upon the basic forms. 
Accordingly, \\liil<‘ in geneial most .stocks and bonds fall under the 
traditional elassifii'alions, ila‘ inoderii inve.stoi n.siially exainhies with 
caictho pieeise powers and rights which lu* receives foi his inomy. 

Many advantagi’s follow from th»‘ intricate legal arrangi'inenls of lh(! 
corporation. The primary advantage has l){*en ineiilioru'd before, 
namely, the faeilitaling ol eajntal ai'eiiiuulalion. A corporation ks able to 
raise .sums of money which could not ht* ohliiiia'd tliroiigh any devices 
available lor proprietors or pailners. Through its iacililies, consolida- 
tions and ineigers are easily c'ffeeled. In addition, the owners of a 
coiporation enjoy a ,se<’ond advantage which is ntsirly us valuahio as 
the first, their liiniled liability. Stockholders are not personally liable 
for the debts ol llu'ir firm, as aie piopiielors and partners. If tlio cor- 
poration goes haiikrnpl, the investor loses only the value of liis stock. 
In cxce})tional eases, a.s with some hanksloek, he is liable to an addi- 
tional asse.s.smi'nl, hut even this is liinilt'd in amount. Furthermore, 
these sliares ol ownership an* usually liipiid. Thi’y arc conslaiilly l)eing 
bought and sold in Out vuiious stock exchuuges or ovta’-thc-counter 
markets of tin* country. At any monieiit iImj stockholder (jr bondholder 
may withdraw his investment or loan at its ciirn-nlly appraised value. 
Ilis moiiiy is not lied up for long jw'riods as it is in other forms of in- 
vestment, .siieli a.s ri’al estate*, when* sail? is po.s.sih1e only at certain 
favorable linu's. Again, a large corporation is relatively stable. It fre- 
quently outlivi's tho various individuals who invest in it. The death or 
wilhdiawal of any of its owners ii.snally does not aftect it lo a consider- 
able dcgiec*. A.s a result, oiu* of the clemeiils of lisk in a partnership 
docs not attach to the eorporalioii. Finally, llie coiporation pennits of 
centralization ol executive responsibility. Although possessing thou- 
sands of owm*rs, it achii’vi’s unity ol policy and control. Furthermore, 
through the holding company device, whereby subsidiary groups inain- 
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tain a separate corporate being, as much decentralizaiion as is desiied 
can be achieved without sacrificing the unity of the whole.® 

SEPARATION OF OWNERSHIP AND CONTROL 
IN THE CORPORATION 

An important phenomenon in regard to the modern corporation is 
the separation of ownership and control. This development was stud- 
ied in detail by A. A. Berle and G. C. Means in one of the more im- 
portant social documents of our day, The Modem Corporation and 
Private Property (Macmillan). They use this title to identify the sev- 
eral processes whereby the stockholder is deprived of all actual control 
of his corporation, although letaining his nominal claim of ownership. 
In the modem world, it frequently happens that large corporations arc 
conliolled not by their legal owners but rather by some inner gioiip, 
with the result that the vast majority of stockholders are viihially dis- 
franchised. The study of how this is brought about, and what conse- 
quences ensue from its prevalence, is at once enlightening and of com- 
pelling importance. 

The separation of ownership and control derives fundamentally 
from the fact that a majority of the stock voted in an annual meeting 
can elect the directors of a corporation. Consequently, the minority 
group of voters has no direct voice in the affairs of the company. It 
IS tiue that in case of grave abuse, they may have recourse to the 
courts, but this is an expensive and risky procedure. It is cheaper and 
safer to sell one’s holding, especially since the courts have been lenient 
at times in their definitions of executive responsibility and of misman- 
agement and fraud. Accordingly, for all practical purposes the minor- 
ity of shareholders has little possibility of influencing the affairs of 
their corporation. 

Majority rule, nevertheless, is an accepted custom in America. The 
incidental inconveniences to minorities are considered to be the neces- 
sary piice of democracy. In corporate practice, however, the crux of 
the situation lies in the fact that majority control can often be achieved 
without an investment greater than that of the disfranchised minority. 
In a few cases actual majority ownership is achieved, but these cases 
are rare enough to be disregarded. ( Less than six per cent of the two 
hundred largest corporations belong in the class of strict majority 
domination.) More important then are the two basic methods of gain- 

® On the corporation and its relation to other forms of business, cf. C. Crum- 
baker, Orgonfeing and Financing Modern Business (Wiley), chs. l-i2, and 
H. C. GnUunann and H. E Dougall, Corporate Finanokd Policy (Prcntice-Hall). 
chs. 1-10. 



ing control without ])io]V)itioMult* cm'iu*i;»h'p, uaincU, tlio use oi a 
legal device, iiiHl tin* elexer utilization of a faelual situiition. 

Theu* are many (Irnn s wheiehy eonirol may !«' ohtaiiv'd at 
relatively little cost. 'PIu* best known tle\iee is tin* holdnio company, 
acoipoiation whieh eoutrois another through stock owneiship. Tims, 
a holding company tan eontiol a 100,000 dollar film by owning 51,000 
dollars’ woith ol its .stock. ’Hit* contuil hehiiid the holding ccinijiany 
can dominate it in tiuu h\ owning :i majoiity oi its stocls. at a co.st 

MAJOR QtMCNTS IN IHi: CONTROL OF THl! VAN SWERINGEN 
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of 26,000 dollars, by forming a .secontlary holding eompany, which 
owns a majority control in the fir.sl, tlm uliiinate jniwer can ho secured 
widi 14,000 cloiliir.s. lii theoiy, this ehain may he eanietl on indefinitely 
until a few lumdied dollais eoiitroks nullion.S'. Practically, the limit of 
pyramiding js reaehed when tlie ptihliu will no longta* trust the pio- 
moter with its money without iiuire .seciuity than common slock own- 
ciship. Sooner or Liter bonds or prelin-red stock must he is.siied, and 
this often provc's to he the niidomg of elaborate cluiins. Ncverlhi'less, 
the Van Sworingen brothers w(‘ro able to u.se this means for obtaining 
control of two billion dollars’ woilli ol luilioad projicrlios with an iii- 










vestment of twenty million dollais. This metiiod has also been used ex> 
tensively in the electrical utility field. Thus, Plarrison Williams was 
alleged, by the use of this device, stock market manipulation, and cor- 
porate legerdemain, to have increased the value of a two million dollar 
investment to 680 millions. The holding company was an important 
factor in the Insull collapse. At present its use is somewhat limited by 
the Public Utility Holding Company Act, which mak's piovisioiis for 
eliminating unnecessary holding companies. Steps have also been 
taken to pi event abuses in other lines of business as well. For example, 
the Banking Act of 1933 does much to forestall the evil ell eels of pyra- 
miding and evasion in the field of banking. The Interstate Coinineico 
Commission has requested special legislation enabling it to control 
railroad holding companies. Only in the industi’ial field does the hold- 
ing company escape direct regulation. Nevcrtholes.s’, the aiililnist laws 
and the laws regulating security issuance and trading do much to pre- 
vent abuses m this field. None of these regulatoiy laws, however, 
toudies diiectly the question of separation of ownership and control. 
They do not forbid the holding company, as such. Whil(‘ it is true 
that by pieventing abuse they remove some of die incentives ior its 
formation, they do not afiect its great advantage ol allowing extensive 
economic power to be gotten at a relatively small cost. 

Other legal devices utilize various means lor ni'iilralizing the vot- 
ing power of the investing public. One method is the issuance ol non- 
voting stock. Thus when Dodge Brodicrs was reorganized in 1925, 
foul fifths of the common stock was disfranchised. Control of the re- 
mainder was obtained by the investment bankers who reorganized the 
company, that is, by the firm of Dillon, Read & Co. By kci'ping 2.2 
million dollars’ woith of Class B stock they were able to conlioi a 
130 million dollar corporation.* Another method involvc*s the issuance 
of diffeient classes of slock, with the cheaper stock having dispropor- 
tionate voting power. Thus, in 1929 a holding company, the Cities 
Service Company, issued a special class of preferred stock to II. L. 
Doherty and Company. This stock, at one dollar a .share, had twenty 
times the voting power of common stock costing as much as sixty-eight 
dollais a share. By this metliod a million dollar stock ownershiji exer- 
cised actual control over a billion dollars in coiporale assets. An even 
more complete, though voluntary, disfranchisement occurs in the vot- 
ing tmst. This mvolves the creation of a group oi trustees who aie 


dfit^s of these expedients may be found m A. A Boilo and G. C. Means, 
crt., pp 72 in a nontedmical fasliion, in an excellent work, F L. Allen, 
^ H. E. Dougall, 
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given the power to voi»' all llu* .stock placed iu trust with them. An 
example ol this i.s' louiul in the (ihtn) niiu'ty luillion dollar Pcnnroad 
Corpoiatiou, which held saluuble lailroad pu)peitie.s by th(‘ device ol 
letting the l*eiin.s\l\ania Kaihoad management vote the stock, and giv- 
ing inve.slors the t‘hanei' of Iniving only voting tni.st cerlificalcs. For 
tiiis act oi trust in lh<* nianagenient, they received dividend.s whc'n 
they were ili.stnbnted, but they exerci.sed no control on the policie.s of 
the undei lying coi point ions 

The u.se o) fhe.si* legal de\i<'«‘s is not infiefjnenl. Ol the t\so hundred 
largest corporations, twentv-two pei e<'nl s\ere contiidled in this man- 
ner in ll)-‘ll. Pauieular loiins anti <le\iees vaiv Irom time to lime, but 
the general elleel is .lehiesed lier|nenlly enongh to wanaiil the .study 
given to it. 

The .seeontl Inoatl nu'thod (or .sepaialing ownership and control in- 
volves the ele\er u.se ol fiwtnol tiUmtiUms', The n.sual basis ior this typo 
of .sepaiution is the l.iet th.il wideh sealteretl .stockholders can rarely 
if ever imite in a etmeeiled plan ol aelion. As a iiih‘ the .stockholder 
is ignorant of the iiame.s oi his fellow owium'S, lie would have no piac- 
tical way of organizin;' a real parlv to press an efleetise piogiam in a 
stockholder .s’ meeting, .Aeeor(lingi> , [iioperly plaeed in.sklei.s can utilize 
the apathy ol tin* inas.s of sloekhohh'rs to gam eonlrol ol a company. 
When th(' iiisitle gi<mp ba.s an appiecialde etpiily in the firm, the re- 
sultant eontiol i.s labeled minoiily eoniiol. When lh(‘ conliol ha.s only 
a negligible .stock iiiteiesl, then it i.s ealled inanagement control. The 
first method i.s based on tlie theoiv lluil a largo single interest can out- 
vote .seatteied gionps in the annual meeting. In ea.s(‘ oi dispute.s, this 
iutuie.st can setve as a rallying point lor tlu* indivirlnul .stockholder.s. 
The second melhod d<‘p<'nds njion the jiowiT of the management to 
send nut calls lor tiu* animal nu'cling, to nominate* a board of diTcctor.s, 
and to .solicit the voles ( proxies) ot llu* ^arioIlS .si'cnrily hold(*r.s. Tliey 
usually leeeive enough proxies lor their use to enable them to coiiLiiiuo 
their control wilhonl (lillii'uUy. It may .sometimes happen that a inan- 
agement revolts against a minoiity (*onlro1, and then a battle* ior proxies 
begins. An example ol (his was found in the ca.so of llie .Standard Oil 
Company of Indiana. Mr. John 1). Hoekefeller, Jr., had minority con- 
trol with fill<*en |)er cent ol llu* .slock. In 1921), when he tried to oust 
ihcmunagemi'ul beean.s(*oi ceitahi rpie.slionabl(* tran.sactions, he found 
that it was jirepaied to figlit him. As election time apjn-oached it re- 
fused him the* ^no.xy maehiiu'Vy. Hoekefeller connlt'ved with a lic- 
mendoiis publicity campaign in (pu'sl of proxies. l'’or a long while the 
issue wa.s in doubt, but finally the* gieal power of Hockofelli*r won him 
sixty-five, per cent ol the x'oles east in the cleclioii. Piobably only 



Rockefeller could have maintained minoiit}^ control with so small an 
equity. In giant corporations it is much more likely dial management 
control will prevail. In many of diese groups, the largest .stockholder 
owns less than one per cent of the outstanding stock, ll frequently 
happens that few of the oflScers or directors appear in the list of the 
twenty largest stockholders! In this way thousands of stockholders arc 
disfranchised as completely, and usually as penmanently, as if actual 
majoiity owncrslnp was enjoyed by the management or control. A 
board of directors can retain its power lor an indefinite period because 
it controls tlie voting machinery. As a result of this factual situation, 
in the two hundred largest corporations fourteen per C(*nl are con- 
bolled by minonty interests, and fifty-eight per cent by managinnent. 

The phenomenon of the separation of ownership and control docs 
not rest entirely on the factual situation of stockholder apatliy. There 
is a broad legal basis for corporate irresponsibility, created ecpially by 
the state legislatures and the courts. In the mailer of corporation 
charters seveial of the states have competed in laxity. Partly to gain 
the profits which spring from incoiqioiation fees and trom corporation 
income taxes, partly because a paiticular state is controlled by wealthy 
interests (as Delaware is dominated by the Du Fonts ), these jurisdic- 
tions have lelaxed the legal protections given to investors and allowed 
the directors of a corporation almost despotic sway over its alTaiis. So 
broad are the powers granted in some diarters tliat it was lacelioiisly 
suggested that in order to nullify the veto power of the Supic'ine Court, 
the President might incoiporate the nation under the laws of Dela- 
ware.^ Nor have the courts fought successfully against legislative re- 
laxation. With a broad consistency tiiey have so defined a directors 
obligation to the stockholders that the latter have frequently been 
helpless to prevent abuses. “Mismanagement’^ has been construed very 
nairowly, with the result that fraud and deception obvious to the lay 
mind have been allowed to pass without punishment. At limes courts 
of equity have disallowed abuses peimitted by law and charter, hut 
the net result of corporate litigation has been a sharp increase in the 
power of boards of directors and a more thorough disfranchi.semciit of 
the stockholders. 

The fesuTis of this phenomenon are of great importance. Much of 
the “high finance of the 1920’s was made possible by the irrc.spousibil- 
ity of corporate controls. By the use of these devices the assets of giant 

‘For details of Aese powers, sec A. A. Beile and G. C. Means, op. dt , 
Book 01 F . L. Allen, op. cU., pp. 254—257. For data on actual owncisliip of 
stocks, cf. TiyC monograph 29, Distribution of Oumership in the 200 Lamest 
Nonpnancial Corporations. ^ 
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corporations wt'ro .iviiiluhU* as pawns in tin* slniggle for domination. 
Their wealth conld ho used lor inllathig the stock markt’t to feverish 
heights. The po\v<T and the knowledge gained by the insiders who 
controlled the great eoijjorations were liable to great abn.se when they 
could he ctniveited into a si/ahh* ineome by secuiity speculation. It 
was largely as a ri'sidt ol thesi* forces that the 1929 boom assumed its 
peculiar charac'leristies. Tlu'v are m truth responsible in great part ior 
the debacle of tlie 19.10’s, which shook the Inundations of American 
economic lib'. Aceordinglv, tlu' interplay of -tlicst' forces is of more 
ihanoidinaiy iinpoitance to tlu* .slndenl of social problems. 

Till!: IMVOIITANCK OK TIIK CORPORATION 

The irnplrcatioirs of cotrer’nfruled control of corporations nominally 
directed by rrear-ly t<*ir million stockholders are mon' fully realized 
when the jrositrori of the cor poratitrn in modem busirress is studurd. 
Coqwralc huNinrsx is domimut in the modern economic world. In 
certain types of activity, .sneli as mining, mannfacturrng, transportation, 
public utililr<*s, and rrdafi'd inl<*resl.s, it controls the field to llio virtual 
exclusion of partraTships and individual enterprises. In other branches 
of economic activity it is not .so well entrtMiehccl. Tlie corporation is 
not prominent in the world of agrlenltnre, nor has it the pro*cminenee 
in tlic field of u'tail distribuliori which it enjoys in the realm of manu- 
facturing. When the eiit/r<‘ pielrne of business activity is .surveyed, it 
is found that alrout two thirds of this U('ld is niicler corporate control. 
Statistics, howi'ver, may be <l('eepliv<‘ in this regard. Corporate busi- 
ness enjoys a power out of proportion even to its major share of busi- 
ness activity. 'J’lii*re are thriu* I'cusons for this (>xccptional power; the 
controlling position of eoiporafc* (mlerpriso, the concentration of this 
control into the haruls of a lew largo corporations, and the prevailing 
tenderrey in the direc’tion of iiieiea.s(*d concentration. 

That corporate Inisiru'ss is overwh<drarngly powerful today can he 
seen from a simple I'lmmeration of the branches of activity in which 
corporations control about nfiicly per cent of the field, namely, mining, 
maniifaclnring, eominnnic'ation and transportation, and public utilities. 
These iiulnstries hav<‘ a strategic imporlanco which is not apparent 
when they are listed as mere piTcenlages of the national wealth. Tliey 
dominate tire How ol the goods which arc the; primary form of wealth. 
Retailers on the omr Irand and Individual producers, such as the farmer, 
on the other hand, nmsl buy and sell according to their tcims. The 
millious who i ender llu; several services which arc so important today 
arc in tlicir tuin dependent on the giant industries which produce the 
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necessities of life. Any effort on the pait of the corpoiatioii to curtail 
production, to fix prices, or otherwise interfere with the fico How of 
goods, means a loweied standard of living for tlu* community. Prac- 
tically all goods must pass through the corpoiate lx)ttleucck, so that 
corporation policy is national business policy. 


IMPORTANCE OF CORPORATE ACTIVITY BY BRANClIl^S 
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The broad statement that corporate business is predominant in 
American economic life does not convey a complete picture. Since 
there are nearly 600,000 corporations in the United States today, it 
would seem to be impossible that they should unite to achieve die 
economic control made possible by their strategic position. A more 
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careful study of tho situation, luiwcver, rovcals an oiniuoas degree of 
concentrated control. In the si\ hniidri'd largest corporations, 

with assets of filly million dollars or over, owned filty three per cent 
of all coipoiut(‘ wealth. In contrast to this, the 211,586 corporations 
with assets under r)0,()(H) dollars owned but 1 .4 per cent of all corporate 
wealtli. I’hus a group ol laige eoipoiations, less than one seventh of 
one per cent ol tht' t(Jt.il h\ nunihi‘i, owned ovei half the coiporate 
wealth; ^^hile tlie small eoipoiations, over half ol the total, owned hut 
one and oni* hall per cent ol llu' eoiporate wealth. The same concen- 
nation is noleil in eoijiorale ineoine leeeived in that }ear. The sixty- 
nine huge corporations whose ineoine was over five million dollars 
were but 0.1)6 jU'r cent oi the total nnmhiT ol eoiporations making a 
netpiolil, hnl rc*i'ei\ed Ihiity ]iei cent ol all eoiporate profits. At the 
oilier e.vtrenii* tin* small eoiporations received a negligible income. 
These conclusions, liased on the Twentieth Ck*nlury Kund’s studies on 
“Big Bii.sine.ss,” are eonfinned by an (Milier study of the two hundred 
largest iioiihankiiig eorpe nations, ]ios‘ses‘sing assists of ninety million 
dollars' or inoie. T’lu'se liirns aie found by A. A. HtTle and G. C. Means 
in their musterlv stud\ , The Modern Corporation and Prioalc Property^ 
to control iieaily liall of the noiilmnking eoiporate assets, almost forty 
per eent oi linsiness a.ssets, and lu’aily a ipiarler of the total national 
wealth. Thus it is apparent lliat many of the sti.itegic advantages of 
coipoiate wealth are eoiiei'iitruled laigtdv in a fi*w hundred corpora- 
tions, I’hese giants wield iinniense power and exerci.sc con.sidciable 
inllueiiec o\er the smaller gronjis by the very fact ol their .size. Tliey 
have free aei’ivs.s to the liiianei.il niarkeis; lluy dominate over the broad 
avenues of cli.sinhution; they even confront the majesty of the sov- 
ereign state and haigain on terms of etjualily. To a very laige extent 
corporate ])n*-eniiiM*uee in the key fields of economic activity means 
nanowly eoiii’eiilraletl control of ha.s'ic economic life. 

The eonliol eserei.si'd by the largt* ciirporatioii is incrmsiiiff rapidly. 
Tlie analyses liy Herle and M('aii.s, and by the* Twentieth Gmitury Fund, 
indicate that tlieie has lu'i'ii a con.staiit trend in that direction. In re- 
cent yeais, esjieeialh', llu’ l.irger gioup.s have been growing two or 
three limes a.s last as their smalliT rivals. It is diincult to presi’iil in a 
suiniiiary loim tlie tiata availahh’, since the amount of material gath- 
ered has hei‘u overwliehning. Thus, in U)39 the National Resources 
Cominillee, in its .study The Structure of the American Kconomy, en- 
deavored to bring the Berle and Means .statistics up to date, and found 
that coiiceiitralion was iiici'ea.sing.** The Temporary National Eco- 
nomic Commitleo devoted a large peiceiitage of its hearings and stud- 
®Op. c«, lip. 109. 278. 



ies to the problem, reaching the same conclusion. While some of the 
TNEC repoits have been impugned as tendentious, the monographs 
dealing with this question ai’e among its best." A ti'endbant expression 
of the extent to which corporate wealth can go is contained in the com- 
parison between corporate assets and the wealth of the states of the 
Union: 

It will be observed tliat there are only ten sovereign states which have 
within their respective borders property valued at more than the assets of 
either the Metropolitan Life Insurance Company or tire Amencan Telegraph 
and Telephone Company. Stated another way, each of these two coi por- 
tions is richer than any one of thirty-eight sovereign states. At the other end 
of the scale there are eighteen states, the taxable wealth of each of wliich 
is less than the total assets of the smallest of the thirty “billion dollar” cor- 
porations. Of these eighteen states which rank so low among the sisterhood 
in property values and far below the smallest of the billion dollar giants, 
some have been particularly active in creating interstate corporations, large 
and small, to cany on this national commerce upon wliidi tlio economic life 
of the nation depends, althougli none of the states has the constitutional 
power to regulate the activities of the aibficial agencies they launch upon 
die sea of national commerce.^ 

In this dramatic manner, the sheer immensity of corporate wealth is 
portrayed. 

The allusion to life insurance companies and their wealth is particu- 
larly pertinent. The total assets of the 306 legal reserve life insurance 
companies in 1988 was over twenty-eight biUion dollars, widi fifteen 
billion of this held by the five largest. With annual collections of over 
five billion, they have purchased from one half to two thirds of all pub- 
licly offered corporate bonds or notes during the Thirties. They hold 
about one eighth of aU long-term bonds and nearly a fifth of all public 
utility bonds. Their funds represent from one half to two thirds of the 
entire annual savings of individuals in the nation. There is no ques- 
tion, of course, of the soundness of these firms from the viewpoint of 
actuarial reseiwes, but drey do constitute both an instance and a prob- 
lem of concentrated economic power. They afford almost ideal ex- 
amples of sdif-perpetuating management independent of the control 

^ Cf. especially monogiaphs 27, The Structure of Industry, and 21, CompetiUon 
and Monopoly in American Industry, chs. 3-5. Some additional mateiial is given 
in monograph 20, Taxation, Recooety, and Defense, p. 318. The entire tliesis is 
sununarized m the Final Report of the Executive Secretary, ch. 2 

^Firud Report and Recommendations of the Temporary Nalioruil Economic 
Committee, p. 077. The reference in this excerpt is to a list of the forty-eight 
states arranged m order of taxable assets, widi a parallel list of thirty corporations 
having over a billion dollars m assets, arranged as their assets compare witib the 
assessed wealth of the several states. 
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of stocklioldois and policyholders. It may indeed be questioned 
whether such aggregation of power is in tlie public interest." 

The stoiy of concentration might be told in another way, as indicated 
by the data compiled from Federal Trade Commission reports. The 
top five per cent of firms in the following categones control: seventy- 
five per cent of dc\ eloped water power; seventy-eight per cent of re- 
coveiahle tonnage of anthracite; nmcly-five per cent of iron ore re- 
serves; sixty-five p(T cent of the value ol manufacturing; forty-five per 
cent of wholesale* bu.siness; and forty-five per cent of retail business. 
The Inlc’riiational Nickel Conipaiiy owns ninety-five per cent of the 
world’s nickel reseiv('s. Two meat packing companies control fifty 
pel cent of production, while four plate glass firms dominate their 
field. Two .snljihiir eompanics and four tire firms are likewise pre- 
eminent in their respective spheres. Two matdi companies, three nat- 
ural ga.s firms, and four elcelric power groups have exorcised sovereign 
control. Even were tliis power never abused, the fact of its existence 
would be ominous. In fact, there have been serious abuses. Many of 
the New Deal laws were enacted to curb dangeiotis misuse of power. 
Wliilc diesc laws have been substantially successful, the fact of con- 
centrated power remains xmcliangcd. So long as this condition persists, 
there remains die social problem of the coiporation. 

Finally, it must be noted that poheies pursued during the Second 
World War increased the tendency towards concentration of economic 
power in die large corporation. In general, most primary contracts 
were let to less than two hundred laigo firms. Although this business 
was gradually diEused to smaller firms through subcontracting, the 
net result was an increase in wealth and power for the larger groups. 
Furthennorc, manpower and material shortages led to the closing of 
thousands of small business units. As a result, it appears likely that 
America will leave the war with large business powerful and ever 
more dominant. 

THE SOCIAL PROBLEM OF THE CORPORATION 

Probletns Arising from Separation of Ownership and Conirol. The 
emerging picture of corporate business now begins to come into focus. 
From the physical point of view, we see an immensely successful sys- 
tem of large-scale production. Here management techniques have pro- 
duced an eificient, smoothly functioning machine which is die wonder 

" Cf. TNEC, Report . . Executive Secretary, ch. 11, and Hearings, parts 4, 
10, 10-A, 12, 13, and 28. Monographs 28 and 2&-A contain a digest of mis tes- 
timony and a rejoinder by die Insurance companies. 



of the world. From the financial point of view, tlie story is one of 
increasing concentration of power. The large corporation is becoming 
more and more dominant and it in turn is contiolled, not by its nom- 
inal owners, but by a small group of insiders. Thus it becomes possible 
to portray a relatively small group as dominating over American eco- 
nomic life. Estimates have been given of the sixty families which lule 
America or of the three hundred or a thousand men who contiol our 
destinies. Many of these wiitings have been sensational and exagger- 
ated. No single group dominates American business, Powerful interests 
frequently clash among themselves. Many giant firms have sound and 
respectable policies. Neveitheless, there remain two facts which con- 
stitute a problem: there have been past abuses seiious enough almost 
to wreck our economic system; and the existence of conccnliatcd eco- 
nomic power provokes in return concentrated power of government, 
labor, and farmers, with the result that the individual is often sub- 
merged in the struggle between giants. 

Freshest in memory are the abuses of the Twenties. They occasioned 
the plethoia of legislation which now regulates business, and tl\cy wore 
an important factor in the paralyzing depression of the Thii tics. Tlirce 
groups of financiers profited to a high degree by the corporate practices 
of the 1920 s, namely, company promoters, investment bankers, and 
inner executives of a coiporation. 

The promoter has as his legitimate function the task of organizing a 
coiporation. Promoters are &e initiators of economic activity. Wlien 
they judge that ceitain enterprises offer possibilities for piofilable de- 
velopment, they endeavor to divert the funds of the community into 
these channels. It is their task lo make the preliminary surveys, to 
compile engineers’ reports, and to gather like data whicli they hope to 
“sell” to the public. They determine the precise nature and function 
of the new enterprise, whether it be merely the merger of existing com- 
panies, or a completely new and even pioneering development. For all 
this activity they expect to be paid by the new corporation, once it is 
launched upon its course. Such are the proper functions of the pro- 
moter. In the 1929 boom, however, to this legitimate purpose was 
added financial legerdemain of the most questionable chai actor. Pro- 
moters sometimes organized companies mainly for the fat fees which 
they diverted to themselves. Being “on the inside,” they were often 
able to seize control of the company by one of the devices mentioned 
above. Frequently they diluted the equity of the stockholders by giv- 
ing sizable discounts on valuable stock to a “preferred list” of other 
promoters, hankers or poHticians, or by secret stock bonuses or options. 
Too often friendly directors were placed in control of the new coni- 



pany for llic ptirpose of using its power for speculative rather than 
business purposes. Many times these directors, and the diiectors of 
long-established companies as well, used confidential information 
gained in tlieir position as fiduciary agents of the stockholders, to work 
against these stockholders in the stock market. Holding companies 
charged exorbitant tees to operating companies for the benefit of their 
promoters. Finally, when a corporation had been driven into bank- 
ruptcy, it was not unheard-of that these very groups should direct the 
reorganization, receive furtlicr fees, and again consolidate their 
power. “* Thus it happened at times drat in the race for power and 
wealth, the .stockholder was used as u tool. He was cajoled into in- 
vesting money and was flung aside when his usefulness had ceased. 

To cany out his projects, a company promoter needs the help of the 
inncfilmcnt Imnhor, Tin* great cstibhshed banldng houses alone have 
the iacilitics, expi-rienco, and reputation needed to obtain vast sums 
of money. To the experieneed investor the names of Morgan, Kuhn- 
Lo(’b, Lehman Brothers, Dillon and Read, and other gi-eat New York, 
Chicago, Boston, or Philadeljihia bankers give an assurance which cer- 
tainly would not have been gotten from the promoters’ literature of 
tire 1920’s. Tlicy create the channels through which the savings of a 
nation flow into business, either directly by personal investment of 
stockholders or iudirt'ctly by tlie investment of other peoples’ money 
by the banks, coiporalions, and insmance companies. Accordingly, no 
important promotional scherno can succeed without the co-operation 
of one or other of the great banking houses. As a result of this situa- 
tion, these houses are able either to promote their own companies and 
thus gain power directly, or to share the proceeds of the free-lance 
promoter, hr either case they obtain a position of power in the new 
company. A member of tlicir firm sits on its board of directors. ( At 
one lime the Morgan partners held directorships in over a thousand 
companres, among them the most powerful of the nation. ) Wliile this 
single director cannot outvote the rest, his advice is respected. It 
would be rash to offend a large banfa'ng house, not merely because of 
its great inlluencc, but also because of the possibility that new financ- 
ing, with its help, may become necessary. (Banking houses do not 
often compete for patronage. Once a company finances with a large 
house, it is expected to return there for its futui'e needs.) In this way 

^"Cf. M. Lowciithal, T/ie Investor Fays (Knopf), for an example of this 
process. The Suiuitc hcaihigs on railroad financing, held m 1936-1938, divulged 
an appollhig stoiy of rapacity and baud in connection with railroad holding com- 
panies and bunk icoigiuiizatioiis. To forestall future abuses, the Tiust Indenture 
Act of 1939 sets up strict standards for trustees appomted to represent corpoiation 
bondholders. Cf. E. Stein, Government and the Investor (Farrar), p, 108. 
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a few great banking houses wield great and oceasioually decisive 
power in the councils of the large corporations. Thus, a notable con- 
trol over the economic destinies of the nation is vested in the hands of 
a few men, responsible to no outside authority, and actuated by a 
code of ethics which in the past has shown major deHcieiicics. 

Finally, “inside’* executives in a coiporatioii have ficqueiitly been 
enabled to profit at the expense of the stocldiolders. Fligh salaries, 
secret bonuses running into millions of dollars, the diveiting of com- 
pany business toward private corporations controlled by the inside 
gioup, and other such abuses of corporate funds were among the evils 
disclosed as a result of Senate investigations of corporate affairs. Red 
tape, favoritism, nepotism, and giaft infected tlic body corporate as 
well as the body politic during these years. It is impossible to estimate 
how common were these practices. Wliat is impoitant is the fact that 
American law allowed such irresponsible control in the greatest cor- 
porations of tlie land. 

At present many of the more flagrant abuses of the 1920’s aic pre- 
vented by the Secuiities Act of 1933 and the Securities Exchange Act 
of 1934. These laws compel complete publicity for all the relevant 
details of security issuance and trading. The secret piofits of the boom 
years would not be possible today. On the other hand, the basic social 
problem of separation of ownersHp and control and the concentration 
of this control into the hands of a few men has not yet been touched. 
Particular evils have been cured, but not root causes.^ 

Probletns Arising from Concentration of Power. A detailed study of 
the power exercised by the large corporation reveals some slaitling 
facts which present broad social implications. In tlic first place, the 
giant company is often the equal or superior of the sovereign state. Its 
size makes it a factor to be reckoned with in any government decision. 
A coiporation whose stockholders and workers combined may number 
a million persons is a powerful force. Again, a mass movement of busi- 
ness, because of tax problems, high labor standards, or similar “diffi- 
culties,” can often cripple an entire region. Thus, New England was 
severely hurt by the moving of the textile industry to the South where 
tax and wage advantages had been offered to it. Accordingly, one of 
the methods used in the infamous “Mohawk Valley Formula” lor 
breaking strikes is to threaten to close a plant unless a strike is de- 

For material in connection with this section, cf. H. G. Guthmann and 11. E. 
Dougall, op. cit.j chs. 10, 14, 26, and 30; R. A. Biady, Business as a St/stem of 
Vomer (Columbia); H. L Purdy and others. Corporate Concentration and Vuhlic 
Policy (PrentLce-Hall); F. Pecora, Wall Street Under Oath (Simon and Schuster), 
TNEC, Report . . ExecuHoe Secretoty^ cli. 10; monogiaph 11, Bwcaucncy Qfid 
Trusteeship in Large Corporations; and Hearings, parts 0 nnd 22-24. 
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featcd. Usually llie police and other stable citizenry then turn all iS 
force of “law and order” against the strikers. Illegal acts aie often cAg' 
doned when committed by company men. Probably because of sucf 
pressure in 1937, many mayors and some governors were openly anti 
union. Corporations armed and paid police to fight their employees 
Much of die pressure usc*d in pohtical units was the sheer bladOTail 
of direatcning to close a plant and move to more accommodating le- 
gions. In addition some, corporations used direct bribery. A utih'ly 
magnate onct‘ boasted of “owning” the Assembly of one of the largest 
states m the Union. Sherifl's, burgesses, and similar local officers have 
testified that they were offered largo “loans” duiing the 1937 strike 
trouble. Af«aiii, th<' directors ol these giant finiis have been notable 
contiibiitors to jiolitieal campaigns. In particular, the public utility 
industiy is alleged to bo a flagrant offender in this regard. Finally, 
propaganda has been canied to a high degree of perfection in the ef- 
fort to achieve political power. Without naively accepting the view 
that advert iseis contnd the news, it is obvious that the modem news- 
paper usually jiortrays views favorable to the dominant financial group. 
Nor is this completely a reflection of sincere editorial conviction. The 
simple expedient of comparing the average paper with a fairly objec- 
tive journal such as The Ncto York Timea will show distortions of per- 
spective, omissions, insinuations, and the like, which be bay an obvious 
propaganda intent. This interpretation has frequently been confirmed 
by data divulged in various recent Senate hearings. As a result of all 
these factors, the giant corporation exercises very great political power. 

Labor likewise has felt the might that goes witii concentrated wealth. 
For many years it had been denied the right to organize for collective 
bargaining. Even the powerful support of the federal government be- 
hind the NRA and the Wagner Act (National Labor Relations Act) 
had been unalile to prevent some large corporations from denying their 
workers this elementary right. War measures have been used to coerce 
and intimidate jicaccful workers. Tear gas, nauseating gas, riot guns, 
spies, hired thugs, and similar amenities of civilization have been con- 
sidered a standard pari of die industrial equipment of certain firms. 
In the past, and even today in some regions of the country, labor has 
lived in virtual peonage. While the large corporations have not paid 
the sweatshop wages of some smaR firms, yet they have forced men to 
work under exasperating conditions; and they have been quick to 
curtail employment during times of recession, tiding over their fixed 
diargcs from so-called “depression reserves” and maintaining high 
prices intact. 

Tlie consumer is also powerless before industrial giants. He has to 
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pay the high, inflexible prices set by these dominant gioups. He is 
expected to pay a price which will yield profits on the “watered” 
stocks which accumulated as a result of the financial wizardiy oi the 
1920’s. This price pioblem is especially acute in the case of large 
corporations. They are better able to fix and maintain high piices. 
They likewise are more subject to the arts of the financial promoter. 
As a result, it is most probable that the consumer suffered real injus- 
tice when these corpoiations yielded piofits even in the worst yeais 
of the 1930 depression, and forged ahead rapidly during the revival 
period. 

Because the giant corporation is able to wield .such immense power 
there have arisen sporadic revolts against bigness, as such. Profound 
thinkers have questioned the wisdom of allowing such powi'r to exist 
in any group. They have felt that the social values of independent 
ownership are being gradually stripped from moie and more eilizen.s. 
They see the spectacle of forty or more states paying constant Iribnti’ 
to a few hundred men located in the wealthy Eastern States and con- 
trolling the industries of the nation. The welfare of millions ol citizi'iis 
is seen to be dependent upon decisions made around the council tables 
of a few corporations. Even though this power may never again b(‘ 
abused as it was in the past, its existence is considered ominous in a 
free government. It is even questioned whether political fiecxlom is 
more than a phrase, when economic freedom is no more than a m(*m- 
ory or an aspiration. Theorists who oppose sueh a situation, accord- 
ingly, would desboy by regulation and taxation tlie giant corporation. 
They would not be satisfied with control by government, for ihey an* 
equally opposed to gi anting the government the greut power which 
would be needed to enable it to defy corporate might. Tlicy dcsin* 
nothing less than what they style “the American dream” of a nation of 
really free and independent citizens.^ 

Proposals for Corporate Reform. It has been noted that recent legis- 
lation has curbed some of the worst abuses of corporate power. Never- 
theless, many students of the problem feel that further steps should 
be taken. TNEC recommendations favor increased regulation. Many 
liberal business men would intensify competition, and the agrarian- 
distiibutist school proposes a return to small holdings. By regulation 
is meant the attempt to stem the abuses arising from the corporate 

“On distributism, cf. H. Agar, The Land of the Free (HoughUni); G. K. 
Chesterton, Outlines of Sanittf (Dodd, Mead); H. Belloc, The Restoralian of 
Troperty (Sheed); and TNEC monographs 26, Economic Powet and Political 
Pressures, and 7, Measurement of the Social Pe^ormance of Business Tlic liitlei 
monopaph should be used with caution, although much of the statistical malcnal 
contahied is of value. 
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syslein in the* hope that in this way the incentive for concentrated 
control would lie removed. For example, a national incorporation law, 
lequiring all corporations engaged in interstate commerce to take out 
a federal charter, would check the competitive lowering of state stand- 
ards. Such a law would write into the corporation charter basic stand- 
ards of fair dc‘aling. It would require directors to be substantial stock- 
holders in tlieir firm, and at the same time forbid them to own stock 
in olh(’r companies which have important dealings with their concern. 
It would also foihid many of the abuses which have been permitted 
in slate chai ters. Tliis, together with the existing laws regulating se- 
curiti(*s, and more effective methods of checking monopoly, would 
remove the iiieeiitiv(*s for the fonnation of a supercorporation. It is 
well known that many of those giants cannot eompete fahly with an 
efficient small corporation. There are definite limits to the savings ob- 
tainable ])y size alone. After a certain point is reached, red tape and 
bun'aucratic inefficiency commence. Furthermore, many of the large 
companies have “watered” stock, diluted in the quest for size at any 
price. When the subsidiaiy companies have been purchased at almost 
any co.st, in tin* <pu‘st for absolute power, the equity behind the stock 
is rather thin. Yet, these companies feel obligated to earn enough to pay 
their lu'avy debts and still have profits for their inflated stock. On 
tlic other hand, a good small company, financed honestly, can fre- 
quently make reasonable profits at prices which would bankrupt a 
large holding company. It is eputo possible, then, that if the difficult 
problem of regulating the piice stiucture be solved, there will be 
little incentive left for the suporcorporation.“ 

A second method proposed is that of competition. This device is 
predicated on the idea that government regulation has not been too 
successful in llie past. In a demooratic stale it frequently happens that 
regulated groups are better organized and more powerful than the 
scatteied groups whom regulation is to benefit. Fuithermore, the 
problem of price control, to be discussed in subsequent chapters, is 
among the ihojniest of economic problems. Accordingly, some the- 
orists would supplement regulation of the large corporation with 
competition d(>signed to remove any chance of profiting from a com- 
pany bloated with unnecessary financial charges. This competition 
would be furnished if necessary by government corporations, but pref- 
erably by private firms, co-operatives, or foreign companies (through 
lower tarifi! barriers). Examples of government competition may be 
found in the electrical utility field. In this province the evils of fin an- 
cial trickery have been especially severe, and as a result it has not 
“C3f. TNEC, Final Report and Recommendations^ pp. 29, 686. 
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been diflicult for some government companies in the United Slates 
and Canada to enter into successful competition with siicli utilities. 
Co-operative competition has been tried with great .success in Sweden. 
Here the co-operatives forced large cartels to cut price.s sharj^ly. It has 
also been suggested tliat foreign competition should b(* used as a reg- 
ulatory device. The carefully qualified rccoinmendalioii of a “Com- 
mittee on Commercial Policy** of the Foreign Policy Association out- 
lines means whereby this may be accomplisht‘d without lowering 
American wage standards. Again, certain states have encouiaged com- 
petition by small business by giving tax advantages to those groups. 
It must be noted in this regard, however, that small business has been 
able to make httle headway as yet in the key fii'lds of mining and 
manufacturing. It is not a simple matter to reintroduee extensive ])rice 
competition into American business life and thus cither make the largo 
coiporation an efiicient business unit, or force its dismembc'rinent.^'^ 
The di&tribuiist program advocates the desti’uclion ol largo corporate 
entities. This school, more convincing in its critical appiaisal of exist- 
ing evils than in its alternative pioposals, condemns bigness as such. 
Its advocates feel that the large corporation cannot be cuibc'd and ac- 
cordingly it must be destroyed. They would ic.st(nc the economic 
freedom which accompanies widespread responsible owner.ship. In 
these main points all distributists agree, but beyond this there is u 
certain amount of dissension. Some adherents of lhi\si* ideals accept 
the statement that at times some bigness at least is an economic neoevs- 
sity. They would agree that in a few basic industiie.s vc'ry small units 
might be inefiicient. Accoidiiigly, they aie reluctant to saciifico the 
potential benefits of power pioduction (in relieving dnidgcuy and 
lessening poverty) because of abuses of coiporato privilege.s. They 
realize that the evils of competition may akso bo great. The worst 
sweatshops in the country are known to exist in the clothing indu.slry, 
where small shops pievail. Because of these facts they would discrim- 
inate in their attempts to decentralize industry. AU the relevant social 
considerations would be taken into account, sudi as the nature of the 
particular business, the loss to investors involved, the ultimate position 
of labor and the consumer, and like data, before action would be pro- 
posed. In tliis way they would not be exchanging one set ol evils lor 
another.^ 

^*Cf. TNEC, Final Report, pp. 479-499, and monograph 17, Piohlcms of Small 
Business; E. Johnston, America Uvlimtted (Doubleday); and E. Noursc*, Price 
Making in a Democracy (Brookings). Some suggestions on the finsiiiuiiig of sinull 
busmess are given in Chapter 17, treating of economic expansion. The F.P.A. 
committee report is analyzed in Chapter 13 

Cf. H. Agai, The Land of the Free (Hougliton). 



The three lines of solution outlined above do not of necessity com- 
pletely exclude one another. Each emphasizes a different technique or 
stresses a different social value. All are seeking a democratic solution 
of the problem of financial oligarchy. A final solution may involve a 
syntheses of the three, involving some decentralization (accomplished 
by discriminatory taxation and positive steps to promote smaU busi- 
ness), some regulation, and competition, all tending toward the final 
objective of tlic coinjrletely democratic state. 
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T he STiruv of investment, speculation, and business risk forms a 
natural complement to the consideration of corporation prob- 
lems. It is baldly an exaggeration to assert that without invest- 
infjnt banking and security speculation, the extensive corporate system 
of today would have been impossible. Giant firms requhe mass markets 
ior their secuiities as well as for their products. Only trained and spe- 
cialized organizations could lender this service. Thus, we have in the 
United Slates gicat investment banking houses whose function it is to 
evaluate and market secuiities. These firms have either branches or 
correspondi'iits in most ol the large cities of the land. As a next step, 
theie exist important ti'uding groups for tlie puipose of keeping a con- 
stant and licpiid maikct in corporate securities. The presence of such 
a market facilitates investment, because the purchaser of stocks and 
bonds is assured of a buyer should he desire to dispose of his holdings. 
Analogous in many ways to the securities markets are the commodity 
exchanges, which perform a similar function in the case of major staple 
commodities and raw materials. Furtheimore, as will be seen, the 
mechanism of the commodity markets permits manufacturers and proc- 
essois to icducc the element of risk tluough price changes while com- 
modities arc being piocessed. Other agencies and methods for elim- 
inating or minimizing certain business or personal lisks also contribute 
to the productive process. Accordingly, the services rendered by the 
various groups considered in this chapter are vital to the business, in- 
dusti-ial, and financial welfare of the community. 

THE GENERAL FUNCTION OF INVESTMENT 
AND SPECULATION 

Impojtant corporate seemities are issued through the inoestmenf 
banking system, which might be pictured as a broad reservoir toward 
which the savings of countless individuals are constantly fiowing. 
These savings either come directly into the capital market or are 



routed theie indirectly through savings banks, the savings depaitmeiits 
of ordinary banks, trust companies, insuiance companies, charitable 
and other endowed institutions, corporations, and the like. At llic 
other end of the reservoii the bankers have ai ranged conduits through 
which these savings can flow until they reach some paiticular indus- 
tiy in need of capital. These conduits are of vaiying caliber. Some 
offer a virtually nskless passage. The investor is almost certain to 
receive his money back but, because of tliis lact, the* rate of jiayment 
for the use of his money is likely to be low. Such conduits are called 
high-grade bonds. At the other extieme arc conduits of doubtlul valu(‘. 
It is possible that savings passing thioiigh tlu'so channi^ls may bt‘ en- 
tirely dissipated or that, on die other hand, they may biing a handsome 
return. An illustration of this is found in common stocks. Kach in- 
vestor is free to choose the chamiel through which his savings arc to 
run; the investment banker simply offers the facilities and is paid for 
this service alone. Of course there exist various agt'ueies for giving 
the investor advice and enabling him to evaluate various types of se- 
curities, but these are secondary, although virtually essi'ulial, services. 

Since few investors wish to tie up llieir funds ])ermaiu‘utly m long- 
term capital, it is but nalmral that markets Jor evaluating and selling 
such loans or investments should have been cvolv(‘d. Thcs(‘ markets 
are the security exchanges, which are ahnosl indispcnsablt' concom- 
itants of large-scale investment. In these exchange's sfock.s anti bonds 
are bought and sold, presumably in accordance wilh llu* cm rent val- 
uation of these instruments. A powerful but two-edged al<l to such 
trading has grown up in the form of speculation. The .speculator is 
concerned with immediate profits gained liy .short-term changes in the 
capital value of the stock, in contrast to the investor who is mainly 
interested in the long-term capital and interest (or dividend) yic'ld. 
Speculators buy and sell more frequently than do investors, thus pro- 
ducing a continuous maiket for many securities. A Imyer and seller 
can always be found for many stocks and bonds. Where such is the 
case the variation in price between two transactions is likely to lie 
veiy small. This fact is a definite encouragement to wealthy individuals 
who may wish the higher profits ol investment, wilhoul Ix'ing willing 
to leave dieir money indefinitely in any single iiidustiy 'riu* value of 
such fluidity can be the moie readily appreciated when one eouipaies 
the relative position of the investor in securities with that ol the owner 
of real estate.^ 

iFor divergent views on the value of speculation, ef B. 11. Srlmll/, The 
Security Market (Haiper), ch. 2; and E. Stein, Gooemnicnt and the Invcslor 
(Farrai), p. 47. 



iiivoslmciit and spooulation play a definite part, accord- 
I'ngly, ill tJi(' expansion of the economic system by capital growth. As 
aicsull the investment process acqiihes great social importance. Since 
the social effect of this process is great, it is expedient that every effort 
be made to saieguard the investor and even the speculator from abuses 
whicli would defeat the essentiiff purpose of the whole system, namely, 
an increased How of savings into legitimate industry. Abuses in tlie 
investment field would include any processes whereby an excess of 
savings instead of going into industry was diverted to promoters, bank- 
ei.s, or Ollier insiders, or whereby an investor was deceived into buying 
an instnnnent which was essentially other than he supposed it to be. 
Such iraiid and deception would be an injustice to industiy and to the 
saving public alike. Abuses in the exchange field would include any 
means whereby a fictitious value was given to a capital instrument. 
Thus any manipulation of prices, any efforts to deceive the public as 
to the true value of a stock or bond, and any type of speculation which 
even indelibcralely cicated lalse appearances of worth would all be 
antisocial in their effects. Such activities would involve the defrauding 
of actual or prospective investors and the enrichment of the unfair 
speculator. This would be morally mijust and economically unsound. 
The economic objection to die practice is based primarily on the 
tendency of wild speculation to divert capital from legitimate industry 
and to concentrate it in the markets themselves. 

During the period 1919-1933, abuses of the type desenbed above 
were rampant, luvcslments fiequcndy carried an unwanunted element 
of risk deriving not from the nature of the enterprise, but from the 
manner of security issuance. All too often securities were issued at a 
price far above their real value. The total received from investors was 
appreciably larger than die total received by the company. This spread 
was occasioned in part by legitimate commissions, but mainly by large 
concealed profits to promoters and insiders. Favored groups received 
slock or slock options at prices well below the market prices and were 
thus able to make large profits without any risk. Salesmen, newspaper 
writcis, lawyers, and others legitimately (or otherwise) connected widi 
the issuance of the security received sizable bonuses. These facts were 
concealed liom the investor. To facilitate this deceit, devices such as 
paid newspaper “tips,” advice horn high-pressure salesmen (customers* 
men ), vague and deceptive advertising literature and prospectuses, and 
filially the outright creation of a “pegged” market by artificial buying 
and selling, were all frequendy used. Thus securities overvalued by 
billions of dollars (probably twenty-five) were foisted on the public 
during this era. 
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Fake values in securities were also created by the security ex- 
chang/es. Here likewise occurred much deliberate manipulation of 
prices. *Tools” (syndicates) were formed to stimulate an artificial 
appearance of activity in a stock. False news was disseminated, even 
from the oflBces of the company behind the stock. By these and other 
devices the prices of stock were driven up until large portions had been 
absorbed by the public at inflated prices. Insiders then sold and took 
riieir profits. Many of these occupied positions of trust in tire banks, 
exchanges or corporations and abused this knowledge by .speculating. 
In addition to these deliberate deals, there was a general ii.se of se- 
curity prices caused by widespread public speculation. Much of this 
speculation was on credit— nearly nine billion dollars was loaned by 
brokers at one time in 1929— a fact which contributed botli to the height 
of the inflation and the depth of the deflation. The prevalence of brok- 
ers’ loans, and loans by corporations, introduced a speciilalivo element 
into the banking and corporation systems, with unhappy results for 
both. When stocks reached heights three and four times tho value 
justified by their prospective earning power, the inevitable decline was 
bound to be drastic. 

The social effects of abuses in security issuance were necessarily groat. 
When it is considered that from five hundred million to several billion 
dollars annually go into new financing, that the total value of Ameri- 
can securities ranges between one hundred and two hundred billion 
dollars even at the depths of depression levels, that nearly ton million 
persons own securities, and that millions more have an indirect stake 
through the banks and the insurance companies, it can be seen that the 
public interest is deeply involved in these questions. The annual public 
loss in worthless securities during the 1920’s has been estimated at 
nearly two billion dollars. The banks in particular sulTcrod greatly 
through the drastic declines in value of securities held as collateral. 
Scarcely less affected were endowed institutions and insurance com- 
panies. Furthermore, the business world is now so inclined to consider 
the “market” as a barometer of prosperity that any changes in its values 
might affect business to an appreciable degree. In this way the evils of 
the 1920’s had a mudi broader effect than might at first bo presumed. 

A special form of investment common in the 1920’s was the purchase 
of interest in investment trusts. These companies were supposed to 
buy a wide portfolio of stocks and bonds and share the profits with 
their stockholders. In this way the small stockholder was to gain the 
higher profits of security investment without risking his entire earnings 
in particular stocks. In actual practice, however, many of these tiusls 
were involved in the worst frauds and abuses of the period. Worth- 



less stocks were unloaded on these companies to the huge profit of 
insiders. As a result, great losses occuired which shook the faith of the 
public in this foim of investment. The natural reaction was a wide- 
spread demand for leforra, a demand sponsored not only by the public 
and the Securities and Exchange Commission, but also by large and 
reputable investment companie.s, such as the Lehman Corporation. 
The fiuit oJ this agitation was the Investment Company Act of 1940, 
which regulated closely the functioning of such firms. Under this law, 
investors must be furnished detailed information on the management 
and policies of an investment company. Any substantial changes in 
either must be approved by the stockholders. Detailed regulations 
concerning the competence and responsibility of managerial personnel 
tend to keep unscrupulous groups out of this business. The securities 
of the investment companies them.selves must be equitable, with non- 
voting stock or stocks with unequal voting power prohibited. Future 
efforts to pyramid .such companies through holding company tech- 
niques are likewise enjoined. As an added assurance that no circum- 
vention of regulations will be attempted, the SEC has broad powers 
to rcquiic icpoits, regulate accounting methods, and otherwise exer- 
cise general supervision." 

Reform was by no means confined to investment companies. After 
state laws concerning fraud and deception in securities, the so-called 
“Blue-Sky Laws,” failed because of inadequate enforcement and wide- 
spread circumvention, two important federal laws were enacted. In 
1933, Congi'css passed die Securities Act and, in 1934, the Securities 
Exchange Act. These laws ore administered by the Securities and 
Exchange Commission (SEC), a board of five members appointed by 
the President for five-year terms. The SEC has served as a regulator 
and policeman over the entire field of corporate finance, enforcing the 
laws by whidi it was created as well as others to be considered subse- 
quendy. Since these laws appear to have ended pennanendy the major 
abuses in the field of corporate securities, only occasional references 
to such excesses will be necessaiy in the pages to follow. 

INVESTMENT UNDER THE SECURITIES ACT 
OF 1933 

To remedy the evils of the boom era, the Securities Ad prescribed 
one all-inclusive remedy, namely, disclosure of the materid facts af- 
fecting a given issue of securities. It was felt that if such a disclosure 
were made, the investor would then be able to evaluate the issue at its 

® For a good popular description of this problem, uf. E. Stem, op. dt , ch 6. 



true worth. The parts setting forth the details of such levclations, and 
the penalties for failure to make them, constitute the main sections 
of the Act. 

Stocks and bonds of new corporations and bonds of old corporations 
(their new stocks are frequently offeied to their existing stockholders) 
are originated through the great investment banking houses. The pro- 
moter or the oflScers of the company state their reqiiircinonts and ask 
terms of these bankeis. They in their turn appraLsc the apparent value 
of an issue, market conditions, and the like, and then make their oiler 
to the promoter or company. If these terms are accepted, the house 
“underwrites” the entire issue, that is, it guarantees a certain amount 
of capital to the company in question. Tlic investment banking house 
then disposes of the is.sue either through its own facilities or by form- 
ing a syndicate \vith other firms. Since investment hankers have ac- 
cepted outlets, experienced salesmen, lists of customers, and the like, 
this service is done more quickly and cheaply than would be possible 
were the company to undertake direct distribution. 

To sell securities in interstate commerce, the issuing house must 
register the security with the Securities and Exchange Commission. 
For new corporations, complete information must be given about the 
identity of the promoters, iheir fees and other remunerations, and any 
other promotional payments, so that die investor may know who profits 
by the issue. The amount of fees to be paid to the underwriters must 
likewise be stated, Furthennore, there must be a clear and detailed 
disclosure of plans for distributing the proceeds. In addition, corpora- 
tions which are already operating are required to reveal adequate 
information about their present status of earnings, capitalization, stock 
structure, remuneration of ofiicers, and the like. Failure to disclose 
such information, or material falsification in tho prospectus, results in 
an order to slop the issuance of .the security. If the fraud be disclosed 
after the sale, each signer of the prospectus (promoters, undervaiters, 
and company officers) is civilly Hahlc for a period of thico years to any 
subsequent purchaser who can prove that in his purchase he was de- 
pendent upon such a statement. In this way, full knowledge of die 
relevant facts is assured to any investor. 

In order to enforce its decisions, the Securities and Exchange Canv- 
mission has nine branch offices throughout the country. There its rep- 
resentatives investigate the facts disclosed by die new comjiany and 
if necessary hold a trial to determine whether or not such a security 
should be issued. In this way the Commission has set itself u]r as an 
agency to protect the public before an issue is sold, rather than as a 
prosecuting agency to punish offenders in the light of subsequent 
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revelatioTii). Ncvcrtholcss, il has not hesitated to invoke die criminal 
piovisions of the Act, where real fraud was discovered. Prior to the 
Second World War, nearly five thousand icgistration statements had 
been deposited with the SEC, over twenty per cent of which were 
found faulty in an important way. Most of the faulty statements were 
either withdrawn voluntarily or as a result of a Commission stop order. 
In the course of its examination of registration statements, the SEC 
has discovered an amazing variety of fraudulent or deceptive claims. 
The fact that such activities still persist under present strict regulations 
is an indirect indication of what happened when practically no 
icsti'aints existed. 

An additional safeguard to the investor was the passage of the In- 
vestment Advisers Act of 1940. This law provides for the registration 
of investment advisers or counsel, and regulation of their activities. 
Registered advisers arc “proliibited from employing any device, 
scheme, or aitificc to defraud any client or prospective client, or to 
engage in any tiansaction, or practice, or course of business which 
operates as a fraud or a deceit upon any client or prospective client.” “ 
Since in practice only registered advisers can function effectively 
(others arc haired from use of die mails and other instrumentalities of 
interstate commeice), unscrupulous characters are debarred from this 
field. 

One serious objection has been raised in regard to regulation of se- 
em ity issuance. It has been alleged that in the attempt to secure 
honesty, .severe burdens have been laid upon legitimate investment 
banking. In paiticular, it is charged that the cost of marketing secu- 
rities has so increased as a result of detailed information required by 
registration statement and prospectus, that the flow of new funds into 
business has slopped. Superfldal conflrmation is given to these com- 
plaints by the fact that the years after the enactment of the Seem ides 
Act marked an all-time low in capital formation. In rebuttal, it is 
noted that raihoad securities, exempt from registration under this Act, 
followed the same trend. Disinterested observers feel that the causes 
for .sluggishness in capital markets are much more deep-rooted than 
would be indicated by the above diarges. The entire problem is ex- 
amined in a subsequent diapter. Nevertheless, it would be helpful 
were the SEC able to apply simplified procedures for issues of inter- 
mediate size, say from $100,000 to $1,000,000 value. Thus, the ex- 

Seventh Annual Report of the Securities and Exchange Commission, p. SO. 
Those annual reports usually contain excellent sununaries of tlie seveial laws ad- 
niini.stercd by the SEC, in addition to current statistics. For further information 
on matt-rial contained m this and the preceding paragraph, cf. E. Stein, op. cit., 
pp. 91 ff. and 215-216. 
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emptions and aids already afforded lo very small issues would be 
available on a broader scale.^ 

SECURITY TRADING UNDER THE SECURITIES 
EXCHANGE ACT OF 1934 

Tlie high standards of honesty enforced by the Secinili»‘s Act are 
reinforced by the Securities Exchange Act. The second Act is the 
logical complement of the first. It endeavors to keep up to dal<' the 
information given the original investor by making tlu^ security ex- 
changes fair markets which disclose the honest current appraisal of the 
value of a security. Tlie administmtive provisions t)f the two acts 
differ, however, because of the more varit^d problem pvesenl(*d by the 
exclianges. Secuiity issuance is moio susceptible ol delailed statutory 
regulation. As a result, the Securities Act lists definite* leepiirciuents for 
disclosures, tlius h'ghtening though by no means ri'inin'ing the adiniii- 
istrative burden of the Commission. On the other hand, thsclosurc of 
information is not enough to assure an honest subsetpn‘ul market for 
these seemities. At present, at least, many speculators an* almost in- 
different to the earning power of coqioralions, Tliey gamble on gen- 
eral and special business trends and on tlio curr(*nts s(*t up })y the 
market itself. The volume of such purely speculative* trading is such 
as to require direct regulation by itself, apart from disclosures by the 
affected corporations. Furthermore, tlie intricate machinery of tuicling 
leaves itself open to the possibilities of manipulative abuses So varied 
ai'c the possible forms of this abuse that the Exchange Act had lo be 
fonnulated in broad, permissive terms. The Commission itself has wide 
powers to investigate and regulate almost every known misuse of 
trading facilities. Its regulations, while practically equivalent to statu- 
tory law, are nonetheless flexible and adaptable. In addition, certain 
definite abuses, such as artificial sales for purposes of manipulation, are 
expressly forbidden by law. 

Stocks and bonds may be traded in one of several ways. Tnfoinml 
sales by die nearly seven thousand dealers scattered ihroughoul the 
country are called over-the-counter sales. The sixty thousand issues of 
securities sold in this fashion vary in quality, but have iii common the 
feature of a very restricted market. This may be caused by Uk; small 
or local character of the company involved, the cxtiemely valuable 


* Cf. W. J. Efteman, "Security Regulation and the Volmno of Now Issues," 
Sotahern Economic Journal, July 1940. On investment bunking, cf. II. C. Guth- 
mann and H. E. Dougall, Corporate Financial Policy (Picnlico-IIall), clis. 14, 



nature of a security whidi makes it closely held, or on the contrary a 
highly speculative or doubtful quality which might disbar it from the 
organized exchanges. As a rule such over-tlie-counter sales account for 
perhaps half of the total sales of securities. Over sixty thousand issues 
of stocks and bonds are traded in this way as contrasted with the six 
thousand listed in the organized exchanges. New capital is found by 
these markets. They are important, moreover, because of the dubious 
deals which have been transacted as a result of the relative seciecy 
they afford, and because of the possibilities they might oflFer for evad- 
ing the regulations of the great exchanges. 

To protect the general interests of the public in regard to securities 
traded over-the-counter, an amendment to the Securities Exchange Act, 
known as the Maloney Act, was adopted in 1938. Tliis Act called for 
regulation of over-the-counter markets through voluntary groupings 
of brokers and dealers into national securities associations. These as- 
sociations must have by-laws designed to prevent fraud and manipu- 
lation, to forestall unieasonublc profits and commissions, to remove 
impediments to a free market, to discourage discrimination between 
customers, or issuers, or biokcrs or dealers, and in general to safe- 
guard the rights of botli sellers and buyers of securities. Members may 
be suspended or even expelled for violation. To date, the National 
Association of Securities Dealers, Inc., with more than two thousand 
members, is the only association registered with the SEC. Its mem- 
beis, however, handle the bulk of over-the-counter dealings. Further- 
more, even those dealers and brokers who may not wish to obtain the 
advantages of membership in this association are forbidden (he use of 
mails and other means of interstate commerce for transactions which 
violate SEC regulations.^ 

The great bulk of important securities, however, is traded in the 
organized exchanges. There are about thirty-five minor exchanges 
scattered throughout the country, but most business is transacted 
through the Stock Exchange and the Curb Exchange of New York. 
The Curb market has stricter niles than have over-the-counter dealers. 
It requires eertain infoimalion to be available concerning all stocks 
traded in by means of its facilities. Fuller disclosuies must be made 
concerning other secuuties which are formally “listed’* on its board. 
This trading in listed and unlisted securities helps to acquaint the 
public with a stock, and prepare this stock for subsequent listing on 
the “big board,” or the New York Stock Exchange. 

The New York Stock Exchange is a semipublic organization of 1,375 
members, who do about three quarters of the organized security trad- 

^ Cf. Annutd Reports, SEC; and E. Stran, op. ctt., p. 145. 
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ing of the country. The members have the privilege of trading on the 
floor of the Exchange. Outsiders aie not accorded this privilege, but 
must trade through a member, paying him the customary commission. 
Memberships may be sold or transferred, frequently bringing the 
seller over $100,000. Members have two main functions, that of a 
broker who buys for others on a coimnission basis, and that of a trader 
or dealer who buys on his own account. No mcmbei may act in both 
capacities in the same transaction. A broker may execute an order 
directly or he may ask another to handle a specific transaction, split- 
ting liis fee with him (the latter is called a “two-dollar Irrokei,” a title 
derived from die share of the commission ho fonneily received). 
Dealers in dieir turn fall into three groups, consisting of the odd-lot 
dealer who is a jobber, buying and selling stock in amounts smaller 
than the normal trading unit of one hundred shares ( dealing directly 
only with the commission brokers, not with the public); the floor 
trader who speculates purely on his own account; and the specialist 
who confines his activities to one or several stocks. The specialist usu- 
ally has uncommon privileges in that he knows the complete slate of 
die orders to buy and sell a particular stock. Then, ihcie arc bond 
dealers and brokers, and the inactive members who speculate bat 
rarely, but on such a large scale that the commission savings aic woith 
the cost of the seat. Of this broad group, tho commission brokers havo 
the most direct contact with the public, frequently opening branch 
oflBces in many cities. On the other hand, tho floor trader furnishes 
continuity and liquidity to the market by his constant willingness to 
buy or sell, with the hope of profiting on very slight fluctuations. 

There are many methods of trading securities, such as the straight 
cash sale, the margin sale, and the shoit sale. Outright cash sales must 
be paid for on biweekly settlemmit days by die buyer himsolf. This 
method of purdiase is used by investors or cautious speculators. In 
die case of margin sales the procedure is varied. The customer pays 
about haK the price of the stock (this is his “margin” of security for die 
loan) and bon'ows the rest from the broker. If the stock rises sharply 
he can sell, repay his loan, and receive about twice the profit he 
would have received on an outright cash purchase. On the other hand 
if the stock falls, he may lose his entire margin. Profits and losses alike 
are about doubled in a credit sale. Finally, there is tho short sale, or 
the sale of borrowed stock. When a speculator anticipates a declining 
market he may borrow stock and sell it at the top of the market, sub- 
sequently maldng repayment with stock purchased at the new low 
level. Short traders also deposit a margin (fifty per oent) in order to 
protect the lender of the stocks should they rise rather than drop in 



value. There arc scvcial methods for box rowing the securities which 
must bi* delivered to the purchaser within two busmess days of the 
sale. One ol the easiest is to use scciuities which a firm is holding for 
another customer on a margin account, provided he has given written 
permission ior this. They could be also borrowed from another firm 
which is holding them at the moment. Finally, brokers regularly lend 
and bonow stocks Irom each other, eitlier as a mutual service or at a 
fee. The borrower advances to the lender the market value of the 
scairity borrowed as a saieguard drat it will be returned. Of course, all 
fees and charges ultimately arc paid by the speculator who is selling 
short. Should th(‘ price of the stock rise sharply instead of declining, 
the broker will either demand additional margin funds or else purchase 
the stock in the current market, making up his loss out of the margin 
deposited with him." 

Many social problems arise from the functioning of these markets. 
Most of them are being regulated in accordance with the Securities 
Exchange Act. The first of diese problems concerns the speculative 
use of credit. It may be recalled that this was one of the major abuses 
of die exchanges during the boom of 1929. At present, the Board of 
Governors of the Federal Reserve System is empowered to raise or 
lower stock margins at its discretion. Furthermore, it is permitted to 
exercise direct control over brokers" loans made by member banks. 
Tliis control is the more effective because brokers and dealers are now 
compelled to borrow from this source only. The Board may use a 
bank’s percentage of brokers’ loans as a factor in calculating its credit 
policies towards that bank. It may go further and immediately call its 
loans from the bank or even suspend it from the System if it continues 
to make excessive loans on security collateral. In this way the banking 
system is more or less effectually divorced from the speculative aspect 
of die security markets. 

A second problem arising from the markets concerns the valuation 
of stocks arid bonds. The great exchanges provide a liquid and fairly 
continuous market for stocks and bonds. To some extent liquidity is 
fostered by speculation, although as a rule speculators are interested 
mainly in active stocks which do not need this additional stimulus. 
This tendency toward excessive activity in some stocks by its very 
nature brings about the danger of a false valuation. In a boom market 
a flood of buyers pushes the prices too high, while dming a selling 

® On the tnefilmniGs of speculation, cf B. E. Shultz, op. oit., chs. 7—20 and for 
a critical appraisal, cf. H. G. Gudimann and H. E. Dougoll, op. cU., ch. IS. In 
July 1945, the margin recjiiired for both long and short sales was raised to seventy- 
five per cent This was adopted as an anti-inflationary measure. 
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wave the drop tends to be accentuated unreasonably. These tendencies 
have frequently been furthered in the past by the dclibcialc manipula- 
tion of certain stocks. Pools or syndicates artificially stimulated the 
market by buying and selling, giving out misleading infonnalion, and 
the like. Frequently this was done with die aid ol insiders, sueli as 
specialists, who had access to coniidential inionnalion. The rc*sulL of 
this activity was the creation of false appearances ol value. These in 
turn led to the deception ol legitunale investors, small speculators, and 
even the banks who lent on sccuiity collateral. Accordingly, it was 
socially important that steps be taken to pi event fraud and deception 
m this regard. At present, manipulation, besides being foibidden by 
statute, is checked by the rcgulatoiy acti\ily of the SEC. This takes 
two forms. The general foim requires publication of peilinenl cor- 
poration data, such as earnings, stock deals by ofliecrs and large stock- 
holders (if profits result fiom such deals stockholders may sue to 
recover these profits for the corporation, provided tho slock was K'sold 
within six months of the original purchase), and the like. The second 
form involves a more direct regulation by the device of watching stock 
market activity. An expert employed by the Commission is constantly 
“following the ticker” and any unusual activity is iiivesligaled. Jn ad- 
dition, the Commission is empowered to regulate the activities of 
traders, odd-lot dealers, and specialists, if it finds their activitic's to be 
detrimental to the market. Thus by tho double path of full disclosure 
and close vigilance, an open, honest maikct is to be provided. 

Some of the knottiest problems of regulation arise from llio fwu'iioiis 
of the members themselves. In the first place ciilicism is leveled 
against die practice of allowing members to act both as brokers and 
traders. This practice, not allowed in most European exchanges, per- 
mits the bioker to profit fiom infoimation given to him in a confi- 
dential capacity. As a broker he is the agent of the public, supposed 
to look after the best interests of his clients. But in canying out this 
function he is able to use infoimation thus gained to trade in such a 
manner as to injure his clients. He would be able to lake a short 
position (t.e., to indulge in short selling) on a declining market or a 
long position (i.e., to buy on margin to sell at a higher price) on a rise, 
thus changing the price of securities in a manner adverse to his cli- 
ent’s interests. This problem is even more acute in the case ol a 
specialist who is informed about the whole market in a given stock. 
He is not only in a position to anticipate market trends, but he also is 
able to make personal dealings to the direct detriment of his clients. 
He might sell a stock at the market price to a client, making a profit, 
while he has in his book unfilled selling orders at a shghtly lower 



figure. Agaiti, odcl-lot dealers have special knowledge of the trend of 
buying and selling. They may use this knowledge in such a way as to 
s\vay artificially the functioning of the market. They do this particu- 
larly by buying or selling stocks from their own long or short posi- 
tions, instead of from the current market, thus preventing a ceitain 
portion ol outside activity from affecting the day’s market. To all of 
these objections, the ISxchange heads answer tliat such activities are 
necessary for a liquid and continuous mai'ket. Traders are supposed to 
discount and anticipate price changes in sudi a way as to prevent 
abrupt lluctualions in value. Unis they reflect the best-informed 
opinion as to the state of the mmket. 

It is a disjnited cpieslion whether members should be forbidden by 
law to act as botli brokc’rs and traders. The SEC was commissioned 
to study this problem in detail, hi its report it refused to recommend 
that a segregation law be passed, although it did urge that the ex- 
changes take eveiy step to minimize possible abuses. It was feared 
that any drastic reforms in this regard might interfere with legitimate 
trading functions and lead to an enratic rather than a fluid market. 

Since much of the effectiveness of the Securities Exchange Act de- 
pends upon the quality of administration, a few comments upon the 
ciirreni history of the SEC may be of value. During the first ten years 
of its existence, this Commission appears to have set up very high 
staudoi'ds of public sci vice. It has been honest, efficient, and co-opera- 
tive. At first it proceeded slowly with its difficult tasks, much too 
slowly for the taste of extremist refoimers, but the results amply justi- 
fied its cautious procedure. The studies of the first years gave the 
Commission experience, badly needed data about many obscure sec- 
tions of the markets, and a technique of constantly increasing effective- 
ness. The result was adequate protection of public interests without 
undue hampering of business activity. At the date of the present writ- 
ing the methods of the Commission have won the respect of most im- 
partial critics wilhin and without the exchanges.'' 

Other problems connected with the stock exchanges are either of 
relatively minor importance, or are affected by die major reforms in- 
volved in the rcstiiction of manipulation. Short selling in particular 
has been blamed for many evils, especially business recessions. Such 
accusations have stirred up considerable debate. Defenders of the 
practice maintain that the delibemte depressing of the market will 
adjust inflated values without affecting real values. Its opponents 
maintain that this practice of lowering security values is a disturbing 

^Cf. the symposium **111160 Years of tho Securities Act” iu Lew and Cotir 
temporary Prohlem&f Jan.-Apiil, 1937. 
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influence in the economic system, leading to great losses for innocent 
investors. Most impartial critics refuse to be al!iim(Hl at short selling. 
They feel that it is a purely speculative operation and a logical coi- 
relalive of “long” or “bull” operations. They credit it neither with the 
virtues nor die vices claimed for it. They do not ieel that it coirects a 
high market because the “bears” (short sellers) arc usually active on 
a declining market. Nor do (hey feel that the covering activities of 
beais always act as a cushion to the fall of the market. On the other 
hand, these critics would not admit that such activities a?‘c les.s natural 
than speculating on inci eases in price. They maintain that the facts 
do not substantiate any accusations of real hann don<‘ by short sellers. 
Nevertheless, because of an apparaitly deliberate attempt to depress 
leading stocks in the fall of 1937, the SEC now requires that short sales 
be made at a price of one eighth a point above tin* market price, thus 
restricting short sales to a rising market. At present, tlu‘ Twentieth 
Century Fund is conducting a careful mvestigation of the activities of 
short traders. Undoubtedly their conclusions will aid in the settling 
of diis long-disputed issue. 

COMMODITY EXCHANGES 

In addition to the security exchanges, there exist tliroiighout the 
countiy great markets for the sale of and speculation in staple com- 
moditieSt such as corn, cotton, wheat, silver, and the like. Most notable 
in this group are the grain markets of the Chicago Board oi Trade, the 
New York and the New Orleans Cotton Exchanges, the fur market of 
the Merchants* Exchange of St. Inuis, the New York Produce Ex- 
change, the New York Coffee and Sugar Exchange, the Now York Com- 
modity Exchange, and the National Raw Silk Exchange. These ex- 
changes are usually incorporated associations, organized for the pur- 
pose of trading in defined grades or samples of a commodity, with the 
transfer of receipts considered the equivalent of delivery. In their 
structure they are not too dissimilar to the New York Stock Exchange, 
but any government regulation over them is exercised by the Commod- 
ity Exchange Adminisbation, This commission, composed of the Sec- 
retary of Agriculture, the Attorney General, and the Secichary of Com- 
merce, was created to administer die Grain Futures Act of 1922, now 
amended under the Commodity Eoxliange Act of 19^. Its chief func- 
tion is to supervise the operation of the commodity exchanges, pre- 
scribing standards of honesty and responsibility for tlicir members. 
The Act insists upon complete publicity for exchange transactions, the 
dissemination of all pertinent information related to b'ading, and the 
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prevention of manipulation. By its tenns financially lesponsible fanner 
co-operatives arc admitted as members of the exchanges. It empowers 
the Secietary of Agriculture to investigate violations and to deny trad- 
ing privileges to manipulators and other serious offenders. In this way 
trading in wheat, eotton, corn and a score of minor commodities is 
being made open and honest. 

Of the different types of sales made in commodity exchanges, two 
are considered most impoitant. In the first place, a cash or spot market 
exists for immediate or rapid delivery and payment. Buying may be 
by inspection, as with the livestock market, or by samples or grades, as 
with the grain exchanges. The buyers usually represent various food 
processing industries, while the sellers are middlemen of one type or 
other, sucli as the grain dealers or the farmers’ co-operalives. This type 
of trading is normally more commercial than speculative. Accordingly, 
it is not subject to the strict regulation of the Commodity Exchange 
Act. 

A second and more important type of trading is in futures. This in- 
volves the puvcha.se and sale of a commodity for delivery at some speci- 
fied future time and place, such as the pur^ase of May wheat in Feb- 
ruary. Thus, for example, a dealer would agree to buy 5,000 bushels 
of May wheat for a specified price, say $1.60 a bushel. He would do so 
on the expectation that by May, the price of wheat would be higher, 
say $1.65, so that he would make a profit dnrough tihe resale of the 
commodity. Conversely the trader selling this contract is of the opin- 
ion diat by May the price of wheat would be down, so that he could 
purchase at, for example, $1.55 a bushel the wheat which he agrees to 
sell at $1.60. As a protection, each paity must deposit a margin pay- 
ment as security against price fluctuations. A rigid system of grading, 
the designation of officially approved warehouses whose receipts are 
considered the equivalent of die commodity, and many other safe- 
guards facilitate trading. Nevertheless, the whole process is highly 
speculative, since it deals with such intangibles as die future supply 
of commodities whose price it is difficult to predict. The social argu- 
ment for this speculation is that it provides a continuous and fluid 
market for these commodities, which otherwise would be subject to 
drastic fluctuations when large supplies were delivered at different 
harvesting times. This has not always been tihe case in the past, when 
manipulative actions, such as pools, comers in the market, raids by 
bulls or bears, and similar unsettling practices produced artificial 
prices, unsetding to fanners and processors alike. At present, however, 
such operations are closely regulated. Furthermore, price stabiliza- 
tion tends to even out production and consumption, since it encourages 



or discourages production. If price rises indicate a predicted .shortage, 
farmers will plwt more, while declines in iulurc prices arc a warning 
to divert planting to more profitable crops. Since this leaves price pre- 
diction to experts, it reduces the risk arising from ignorance and un- 
certainty. It is probable that under these conditions a sub.slanlial com- 
munity service is rendered by the exchanges. As an incidental observa- 
tion, it may be noted tliat such trading illustrates grapliicalJy a double 
standaid of honesty, which has been an intriguing Icatinc* ol the spec- 
ulative world. In manipulative operations which, fioni the public point 
of view, may be definitely antisocial and dishonc.st, huucli eds ol thou- 
sands of dollars change hands by means of a nod or a code* gesture of 
traders grouped together around the various “pits.” The contract of 
purchase or sale is merely noted on the brokers’ trading cards, and is 
considered as binding as if it were wnTten and nolarizi'd. 

An important by-product of die speculative system is the piaelicc of 
hedging. This is a method whereby processors try to eliminate the 
speculative risks of fluctuations in commodity prices. If, for example, 
a business man must use a raw material whose cost is an impoitant 
item in the total cost of his product, it is obvious that he cannot be 
oblivious to changes in the price of diis raw material. A finn which 
turns out high quality woolen cloth might find that it bonglit raw 
materials at inflated prices and must sell its finished product when die 
cost of raw wool is bw. This is bound to affect its selling ol cloth, since 
clothing manufacturers would be tempted to hold off purchases until 
this new and less costly wool is processed. The same would be true of 
cotton ebth, wheat products, and the like. To avoid this ii.sk, die man- 
ufacturer contracts for a future sale of the commodity at the same lime 
that he makes the spot purchase of his raw material. Thus, in Novem- 
ber he mi^t be buying wool tops at one dollar a pound, or cotton at 
twenty-two cents a pound or wheat at $1.65 a bushel. The market for 
future sale of these commodities would be ninety-eight cents for wool 
tops, twenty-one cents for May cotton and $1.60 for May wheal. If the 
price of the commodity declines, he could buy in the spot market to 
fulfill his future contract, thus makiag a profit. Under dicsc circum- 
stances, he could afford to cut the price of his product, taking his profit 
rather from his speculative contract. If, on the other hand, the price 
of the commodity rises, he must lose in fulfilling his future contract, 
since he agreed to sell at less than what proved to be the spot price. 
But then he can cancel this loss by raising the price of his product, in 
view of the fact that law materials are now costly. By diis process, he 
should be able to cancel out the factor of speculative profit or loss, and 
thus make only his legitimate manufactuiiug profit. Of course, in prac- 
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ticc, tliis docs not always work to perfection, but it is satisfactory 
enough to iillord some pioLcction to processors.® 


BUSINESS RISK 

Tlie study of hedging illustrates the problem of hminess fish The 
element of ignorance and resullanl uncertainty has a profound effect 
upon business decisions. While .some pci sons by tempeiament delight 
in adventuring into the unknown, most business men prefer a situation 
where hard, intelligent ^\ork will lead to a reasonably certain reward. 
In like maniiei, most workers wish to bo sure of getting a job where 
they can eain a living. Although some pleaders of special causes dep- 
recate the tiend towards secinity, to most persons it seems to be com- 
mon sens('. They fet*l that the* business ol making a living is too serious 
to be considered in lh(‘ same light as a game of chance. Accordingly, 
the general tendency today is to seek to minimiz(i the factor of risk in 
the business woild. 

Smn(‘ risks can be* rliminatcil tliiough foresight or precaution. The 
use of iirc-rcsistant matc’rials can cnit down the danger fiom fire, and 
the adoption of safety iuea.sures can materially decrease accidents af- 
fecting person or pioperty. In the business woild, it is felt that if 
morcinfoimalion wc'rc available, adjustments could be made for future 
conditions. As a result, there is a constant demand today for improved 
statistical s(‘rvic(\s, St!V<’ral agencies of government, such as the Depart- 
ment of Conimeree and tlu; Department of Agriculture, conduct in- 
tensive siirv(ys for tli<i benefit of producers and business men. Many 
private agt'ucies as, for example*, the National Industrial Confeience 
Board, perform a similar fuiiction. The larger corporations often have 
their own cconoiiiisls who attempt to gain sufficient information to 
predict future developments. For die same reason, business men com- 
plain against arbitrary actions by government. Many are reconciled 
to the prospect of stale control or regulation of many activities, but 
they do insist that such a process be oiderly and consistent. Constant 
changes in lax laws and policies or in the edicts of administrative 
boards produce confusion and uiiccrlaiiily. 

When risk cannot be. eliminated, efforts are made at least to shift 
the burden. Individual iiniis can often accomplish this by diversifica- 
tion. Thus, for u while, the Owens-Illinois Class Company went into 

® On the cnminoclity exchanges, cf. J B. Baei and G. P. Woodiufif, Commodity 
Exolmnges (1929), II. E. Erdman, American Produce Markets (Heath); and the 
annual Repoil of Iho Chief of the Conimoclily Exchange Administration (Superin- 
tendent of Documents). 



tihe can business. In this way they were to be protected against shifts 
from one type of container to another. A sinallci example would be 
the organization of a coal and ice business which at the same time sells 
mechanical refrigerators. Such a firm is likely to keep its drivers, 
clerks, and salesmen busy with at least one of the commodities it 
handles. A phonograph store might sell radios and sheet music. By 
such methods, seasonal vaiiations or fluctuations in taste might be 
compensated Jfor. The department store is an ideal example of the 
permanence of diversified business groups. 

The most common method of offsetting risk is by insurance. The 
philosophy of insurance is die acceptance of a certain cost oi loss in 
place of an uncertain and greater loss. A business man could take the 
attitude that he will be careful enough to avoid fire, or that bis drivers 
will get into no accidents. But should a fire or an ('vjien.sive accident 
occur nevertheless, he may be ruined. He would be l>etli*r advised to 
take out an insurance policy against these contingencies. In this way 
he will be protected at a relatively small co.st, in compaiison to the 
possible loss. Insurance companies work on the piinciph' that such 
losses can be predicted on a large scale, even diougli individuals can- 
not know their future. Thus, they study national figurt‘s on lir(*s, acci- 
dents, and other such events. They know the piobability of these oc- 
currences in any individual case. They may conclude that the odds arc 
a thousand to one against a fire in a home during any given year. In 
such a case, the premimn would be approximately one tenth of one 
per cent of the insured value. Or they may find that the chances of a 
serious automobile accident are one to one hundred, and charge a cor- 
responding premium. Where data can bo obtained and there arc a 
large number of independent risks, insurance is profitable and worth- 
while. 

In the case of life insurance^ conditions differ somewhat from in.sur- 
ance of property or against casualties, weather, and the like. Death, 
of course, is one of the certainties in an uncertain world. But its lime 
for any given individual is not known. Hence it is possible to insure 
against its happening in any given year. Complete mortality tables 
compiled by actuarial experts allow definite prediction in this regard. 
A premium based on these figures gives pure insuiance. In practice, 
however, most life insurance policies follow a different principle. In- 
stead of a varying premium, ranging from a very low rale for young 
persons to a prohibitively high figure for the old, an average rale is 
charged. This rate is, of course, much too high for the young. The 
excess produces a saving which is later applied towards reducing the 
premium when a person grows older. For this reason, many policies 
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have a surrender value or can be used as security for borrowing. Such 
a course is possible only because disguised saving is conjoined with 
pure insurance. A strict insurance policy would have no surrender 
value. When the year elapsed, the protection would have been paid 
for and the transaction concluded. It is the savings feature which per- 
mits insurance companies to accumulate the huge reseives noted in 
Chapter V. Some liberal organizations, such as Consumers’ Union, 
hav(‘ campaigned against such policies as overei^ensive and deceptive, 
but to most persons these attacks do not appear sound. While the av- 
erago policyholder may not realize the intricacies behind his policy, 
there is little reason to believe that he would favor strict or term in- 
surance if he did have such an understanding. A sounder complaint is 
diiccted against tlic high cost of so-called “industrial” insurance, or 
small policies which arc paid to collector^ in small weekly premiums. 
The cost of collection has made sudi policies much too expensive for 
the return they afford. As a result. New York and Massachusetts permit 
the selling of low-cosi policies through the savings bank system at low 
rates.® 

In spite of such piccautions as are available today, a large element 
of risk still persists in the world of business. The complexity of eco- 
nomic life makes such a condition inevitable. The most that can be 
hoped for is progress. Better tools of research will make more informa- 
tion available for individuals and corporations. The regulatory laws of 
recent yeais will do much to remove the danger of great speculative 
movements such as perturbed economic life during the nineteenth cen- 
tury and die third decade of the present century. But technological 
changes, shifts in fashion and taste, as well as the actions of political 
units which may result in trade or military wars, all leave a vital factor 
of uncertainty. The business cycle apparently is still with us. Much 
has been done, and more will be done, but there are things which it is 
not granted to man to know. 

®On lisk and insurance, cf. G. O. Hardy, Risk and Risk-Bearing (Univ. 
Cliicngo); F. II. Knight, Risk, Uncertainiy, and Profit (Houghton); A. H. Mow- 
biay, Insurance (McGiaw-Hill); and S. S. Huebner, The Economics of Life In- 
surance (Appleton). Some material on life insurance is found in the TNEC 
hearings and monographs listed in Chapter V, altliough the mvestment and wealth- 
conccntiatiun aspects arc emphasized. An mtercsting recent develo^ent is the 
attempt to secure federal regulation of fire insurance on the grounds that rates are 
excessively high, and state commissions ore intimidated. Other important types 
of insurance, such as accident compensation, unemployment msurance, and old- 
age annuities are considered subsequently in connection \rith the problems of 
labor. Bai^ deposit insurance and crop msurance axe likewise treated in appro- 
priate chapters. 
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Recommended on investment and speculation arc E. Stein, Goui’rnmcnt 
and the Investor (Fanar); B. E. Shultz, The Securities Market (Harper); 
H. V. Chenington, The Investor and the Securities Act (Ameiicau Council 
on Public Affairs); T. K. Haven, Inoestment Banking Under the Seciirlllrs 
and Exchange Commission (Univ. of Micliigan) ; H. P. Willis and J. I. llogeii, 
Investment Banking (Harper); A, L. Bcmhcim (cd ), The Securitij Markets 
(Twentieth Century Fund); F. E. Pccora, Wall Street Under Oath (Simon 
& Schustei ) ; and W. Z. Ripley, Main Street and Wall Street (Little, Brown) , 
On commodity exchanges, consult J. B. Baer and G. P. Woodiuff, Commodity 
Exchanges (Haiper); and H. £. Erdman, American Produce Markets 
(Heath). On risk and insurance, confer F. H. Knight, Ai.vk, UncertainUjt 
and Profit (Houghton); C. O. Hardy, Bisk and Bisik-Bearing (Univ, of 
Chicago); and A. H. Mowbray, Insurance (McGraw-Hill). The annual and 
special reports of die SEC as well as their various leleascs foim valuable 
source material in the field of investment and speculation. Particularly 
notable is the Bepori on the Study of Investment Trusts and Investment 
Companies (Superintendent of Documents). For the reading of fiiiancisil 
news, consult the handy brochure sold by the New York Times. 
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to the right. Now tlio price would decline. The ultimate result of a 
change in demand would in this instance be a change in supply, a rise 
in the amount sold, but no long-run change in price. 

The same thought may be expressed in more abstract terms. Supply 
in the long run involves any period of time sufficiently lengthy to per- 
mit complete adjustments in productive capacity. It could mean a 
change in the use of labor, capital, management or resources. Con- 
versely the short run is any period of time sufficiently brief to pre- 
clude appreciable changes in productive capacity. Tlie most obvious 
instance would bo a crop of perishable vegetables. Another example 
would be a crop of grains which could be stored, such as wheat. An 
illustration could also be taken from industry in the form of a firm 
which can vary its output without any increase or decrease of labor, 
capital or management. An example of this would be a fully integrated 
book publisher, who could print a thousand or fifty copies of a book, 
as public taste warranted, witlioul any adjustments in production 
capacity. In all tlu'se cases, cluonological considerations are not of 
ihemselvcs important. In the case of most crops, supply is fixed for a 
year. Industry might conceivably make adjustments in a few months. 
WliatcvcT be the variations in the examples adduced, the basic idea 
is diat “supply in a given period of time" or “supply in the short run” 
refer only to the absence of opportunity for adjustment of the factors 
of production. 

Tlio several points just analyzed will be kept in mind when indi- 
vidual firms aic confronted with a pricing problem. While they may 
not use the language of economics, nevertheless all the firms of an 
industry will be aaitcly conscious of possible adjustments in drawing 
up their price lists. Wlicn these lists are compared and quantities of- 
fered at difloiont prices arc added together, we have the supply 
schedule for a given market. It might be objected, however, that tliese 
calculations of price have little relevance, since the market will set the 
price anyway. Producers who may not like it will still be compelled 
to sell at market level or not at all. Such indeed will be the case in the 
very short run for goods which are perishable cither physically or 
because of style. But in other instances considerable adjustments of 
production will bo dictated by variations in price. Some of these 
would fall within the range of short-run adjustments, as would hap- 
pen when the popularity of a good led to the decision to continue 
to produce it without changes, replenishing the amount supplied as 
fast as demand takes it off the market. Odier reactions would involve 
long-run factors, such as the expansion of facilities for a product 
which proved unexpectedly popular or the diversion of the factors of 



pioduction from a good which some fiims could not make at a price 
which would take it off the market. As a nile it can be said that price 
is most influential in the long lun and that it influences adjustments 
rather thnr> immediate supply situations. An example could be found 
in the case of nylon. Hosiery firms which first made this new type of 
stocking paid a uniform price for the yam and adjusted tlicir supply 
schedules in accordance with their ideas of a profitable sales price. 
If nylon had not proved popular, they would have been compelled 
to accept the market price and take their losses. When it immedi- 
ately proved popular, they were unable to make any rapid adjust- 
ments in supply because the amount of yam was limited. Only in 
time was it possible to shift the factors of production and increase the 
amount supplied in accordance with die unexpectedly favoiable de- 
mand schedule. In this sense it can be said that the problem of re- 
placement is more important in regard to price than tlic finn price 
schedules of the first goods to be produced. For the latter, the market 
sets the price. But once the price is set, the ease or difficulty of re- 
placement will determine whether or not individual firms will remain 
in the competitive stmggle. 

The illustrations just used permit us to advance to an important 
notion, that of elasticity. It will be noted that the behavior of sup- 
pliers in the three cases mentioned earlier is bound to bo somewhat 
different. The producers of perishable vegetables and fmits find dicm- 
selves under pressure to sell at any price. They have brought ripe 
tomatoes and peaches to the market. They cannot bring their product 
home again lest it spoil. Facilities for cold storage or quick freezing 
may be lacking. The result is that the quantity offered is fairly defi- 
nitely fixed, independently of price. The sellers of com and wheat are 
in a somewhat better position. While the total amount they offer is 
fixed, yet they have the power of storage. Hence they can indulge in 
the luxury of what is sometimes called a reservation price, or a figure 
at which they would rather hold than sell. Finally, the firm is best off 
of the group. It can simply refrain from producing if the conditions 
of demand fail to fit in with its supply schedule. On the other hand, if 
demand is sustained, its schedule will allow it to produce abundantly 
at a satisfactory price. Clearly, the short-run supply schedules of the 
three groups differ from one another and the supply curve will vary 
accordingly. In the first instance, changes in price will have little effect 
upon the amount supplied. For the second, the effect will be definite 
but limited. As regards the thu'd, the impact of change will be notice- 
able and extensive. 

When these ideas are expressed technically, we say that the supply 



of produce is inelastic; the supply of grains is fairly elastic; while the 
ou^ut of the film is quite elastic. Elasticity of supply denotes the 
change in the amount offered as a result of a given ^ange of price. 
If the change is exactly proportionate, we have unit elasticity. Thus, 
if as a result of a rise in demand the price of com were to increase 
twenty per cent, and the amount supplied were to go up in the same 
proportion, we would say that the elasticity of com is one. When the 
percentage change in the amount offered is greater than the percentage 
change in price, supply is called clastic. In the case of our hypothetical 
finn, it may be that a twenty per exut price increase would cause it to 
raise production by fifty per cent. 

On the other hand, when a price change leads to less than piopor- 
tionate variation in the amount offered, we have inelastic supply. Such 
would bo the situation of our fruit glowers. They may come into the 
market expecting to sell a thousand bushels at a dollar a bushel. They 
find that a decline in demand has set in and they can get only fifty cente 
a bushel. Probably eight hundred bushels would be sold anyway, with 
the remainder brought home for canning. Here we have a hundred per 
cent price diange and only a twenty-five per cent change in the amount 
offered (using the lower figm*e in each case as a basis of reckoning), 
or an elasticity of one quarter. In addition to these cases, which could 
easily bo duplicated in daily life, iheie are two other and more hypo- 
thetical types of elasticity. Supply is perfectly elastic when any change 
in price will cause an infinite change in the quantity offered. It is per- 
fectly inelastic when no change in price would affect the amount of- 
fered. In die conventional diagrams, perfeedy elastic supply would 
be indicated by a horizontal line and perfectly inelastic supply by a 
vertical line. The other types are illustrated in Figure 4. 
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FIGURE 4. SUPPLY CURVES 


It must be remembered that die concept of elasticity must always be 
understood in reference to a given supply schedule offered for a defi- 





nite period of time. It is quite possible that the mnount supplied may 
be inelastic in the short run and elastic in the long run. Thus, if prod- 
uce growers are disappointed in the amount they receive for tomatoes, 
many of them may try other crops in the following year. As a result, 
when marketing time comes around, the amount supplied may be con- 
siderably less. The piice will rise and many of the deseitcrs will be 
attracted back into the field. Unless some external stabilizing force 
intervenes, there may be many such fluctuations in the annual amount 
supplied. Over a period of time supply is quite clastic. Yet, such is tlie 
nature of perishable crop production that its shoii-run supply curve 
will always be inelastic. On the other hand, a railroad may have a very 
elastic short-iun supply cuivo. On the basis of a slight rise in rates, it 
may be willing to buy moie passenger cars, freight cars, and loco- 
motives. But in the long run, after a certain point it would be 
highly resistant to an upward change in the total amount supplied. It 
would be unwilling to lay new tracks and install expensive equipment 
unless it expected a large and permanent incicasc In demand. Thus, in 
the short run, elasticity reflects the case in which the amount supplied 
by a firm using given factors of production can be varied in accordance 
with price changes. In the long run, it reflects the ability of the firm to 
vary the amount and proportion of the factors tiiiemsclves. 

Ihe idea of elasticity is of great impcyiiance. It enables us to deter- 
mine tlie effect of a change in price upon the amount supplied. Thus, 
we can begin to understand the reason for some of the fanners^ woes. 
Where tlieir supply is relatively inelastic, a fall in demand leads to a 
decline in price and a substantial loss in income. This explains their 
cry for price stabilization and production control. Another illustration 
may be taken from the field of taxation. A tax on a commodity tends 
to raise the price to the consumer without at first changing the net 
price received by the producer. This would lead to a decline in the 
amount demanded and a consequent dislocation of supply. Only when 
supply and demand are relatively inelastic can a lax be levied without 
inducing changes in the amount produced. Consequently, unless it is 
deliberately desired to discourage supply (as with Ac tax on whisky), 
it is better to tax where an inelastic condition obtains. 

SUPPLY AND COST 

The added considerations thus far introduced in this chapter have 
not yet probed to Ae bottom of Ae question of why supply schedules 
vary. To answer Ais question, we must begin by seeing how an in- 
Avidual firm attempts to maximize its profits. Profit is Ae motivating 



force bdiind supply. It explains tiie “anxiety” or “eagerness” to pro- 
duce and sell. The owner of the business renders a service by maldng 
his capital available for production. He accepts the risk of loss. He 
bears the sacrifice of transforming his money into a nonliquid form. 
In turn he seeks payment for his service, his risk, and his sacrifice. 
Even in a small business, where he might also be manager and even a 
part-time worker, he seeks a return on his capital. Otherwise, from a 
financial point of view, he would be better off as a paid manager for 
another owner, while he put his funds to work elsewhere. Certainly, 
if the assumptions of the mobility of capital under competition prevail, 
an owner would move his money to another use if he receives less than 
normal profit. Tliis would follow &om the principle of the best alter- 
native use of any given factor of production. Accordingly, we may 
define normal ‘profit as die least sum which an entrepreneur would ac- 
cept to allow liis money to be used in a business. We can be sure that 
if a better alternative were available, he would accept it. 

While the seeking of profit is a motivating force in business, it is but 
one of the elements which influence supply. Other things are put into 
a flmi, such as labor, management, land, and materials. The total price 
of this ouday, plus normal profit, is called the costs of a firm. The total 
amount received by a firm is called its total revenue. If total revenue 
docs not equal costs as just defined, a firm is not making its normal 
profit. Wlien it exceeds costs, there is extraordinary profit or a net 
revenue. The total cost of a firin is made up of the separate costs for 
die several factors of production. Each of these in turn is deter- 
mined by the principle of the best alternative. For example, the 
cost of labor under competition is determined by the other possible 
outlets for labor. If comparable jobs for unskilled labor are open 
at sixty cents an hour, then a firm cannot hire this type of worker for 
fifty cents an hour. The same is true for management. Competition 
acts as a great equalizer, preventing divergent prices for identical 
factors. Conditions in one industry affect the costs of other industries. 
Thus an enteipriser, in undertaking a new firm, will have the cost of 
the factors to be used already determined for him by the existing eco- 
nomic system. It is for him to use diem as efficiently as possible, and 
for the market, acting through supply and demand, to decide whether 
or not he will make normal profit or even recover the cost of his ouday, 
independently of profit. We might visualize an immense process of sup- 
ply and demand determining alternative or opportunity costs for the 
several factors of production. It setdes the quantities which will inter- 
change. Once the quantities are setded, it is a simple matter to put a 
label on them called price and we have their costs in money terms. In 
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this way we can see how the simplified analysis of supply and demand, 
given in the preceding chapter, can be related to the more complex 
problem of costs. 

Once the costs of the several factors of production have been settled, 
there remains the difiBculty ol uniting them in pioper propoitions so as 
to maximize profit. Total cost is not made up of homogeneous units, 
equally divided. Theie are many elements which enter into it. One of 
the important distinctions for the firm is that between fixed or overhead 
costs and variable costs. Overhead cost is that part of the total cost 
which is independent of output. For example, during the era of mil- 
road constiuction described in Chapter II, there was a long peiiod of 
time when tracks weie being laid, bridges built, signals installed, 
grades levelled, and equipment purchased. Stations and warehouses 
had to be constructed. Clerical and other help had to be hired. At last 
the trains were ready to run. But before a single liimji of coal had 
been put under the boiler, an immense outlay had occurred. Tliis was 
a charge quite independent of output, even though it was ncccssaiy for 
it. The interest on the cost of equipment and road and the salaries of 
permanent officials all continue whether or not trains operate. This 
cost does not increase when the road operates at capacity, nor does it 
decline when business falls o£[. 

Variable cost is that part of the total cost which flows from the out- 
put of a firm. In our railroad, the cost of coal for the locomotives 
would come under this heading. The wages of engineers, firemen, con- 
ductors, and trainmen would likewise be so classified. The food for the 
dining cars and the cardboard or paper for the tickets are also among 
the variable charges. It is not asserted that these costs are of necessity 
unifoim for every level of production. On the contrary, the law of 
diminishing returns would lead us to expect an eventual rise in variable 
costs as production increased. With extension of production, there 
would be some failure to use the factors in proper proportion, usually 
an overexteusion of management, or some shortages which would cause 
an increase in costs. 

If we divide die total cost by the units of output to which it is ap- 
plied, we get the average total cost. This is a combination of fixed and 
variable charges. Here again we expect divergence at different levels 
of production. Obviously, where overhead charges are heavy there is 
going to be a considerable period where the average total cost per 
unit drops as production increases. This is to be expected because the 
greater the number of units produced, the less the proportion of the 
fixed charge to be borne by each. If the overhead charge of a railroad 
is one mrllion dollars a year to pay its fixed charges, and one passenger 



mile is considered the unit of output, at one hundred million passenger 
miles, the fixed charge alone is one cent a passenger mile. At a billion 
passenger miles, it declines to one tenth ol a cent. This explains why 
the railroads were able to make more profit when the government 
forced tiicm to reduce passenger rates. The increased amount of travel 
demanded at the lower piice led to a rise in total revenue exceeding 
any growth in variable costs. An industry in these circumstances is 
sometimes called a decreasing-cost industry. Where overhead costs are 
relatively slight and variable costs rise, we have an increasing-cost 
industry. Many economists would question tiro accuracy of this ter- 
minology, however, favoring rather the description given subsequently 
on pages 165-107. 

An interesting pmblein of total costs is afforded by tire study of 
joiivl costs. Joint costs, of wliich by-products ofterr furnish examples, 
occur when the production of one commodity is necessarily accom- 
panied by the production of another. Tlio meat packing industry gives 
maiiy instances of joint costs and by-products. Its main product rs 
meat, but hides, glands, and other by-products are quite important. 
Silver is found in copper ore and is produced with it. All this brings in 
a complication in Ae problem of costs. When the proportions are 
invariablo, a joint product is usually ti'eated as one product in the 
matter of cost. Wlien the amount of each can be varied somewhat, 
even though they result from the same process, a more complex prob- 
lem ensues. Tlius, in the production of gasoline, it is often possible to 
vary the amount of the several products which come from crude oil. 
Under tlicse circumstances, the producer will seek to obtain a com- 
bination where the attributed cost of last item produced of each type 
is equal to its price. 

A final type of cost introduces a distinction of great importance in 
economic analysis. Mar^nal cost is the amount by which total cost 
will increase as a result of an additional unit of output. Or it may be 
considered as the cost of the last unit of output. A very practical ap- 
plication of this idea is the cost of running an automobile. Thus, a 
methodical driver might add up all the fixed and variable costs of 
using his car and find that he drives 5,000 miles at a cost of five hun- 
dred dollars. Considering the convenience afforded by the automobile, 
he does not find the ten cents a mile excessive. He now received a re- 
quest from a friend to drive ten miles out of his way in going to work 
so as to bring the friend to his office. In return, the friend offers him 
a season ticket to the baseball park. On calculating the value of the 
ticket, the driver discovers that he is being offered five cents a mile for 
the use of his car. His own trouble and bother would be ignored, pro- 





vided he did not lose mohey by operating die car the extra ten miles. 
On the basis of average tot^l cost, he would lose out. But if he calcu- 
lated the additional cdst ofdiese ten miles over his previous total costs, 
he mi^l find that they cost him only thirty cents more. The ten cent 
figm*e included fixed costs. Since fixed costs do not change, marginal 
cost in practice is a measurement of added variable costs. Accord- 
ingly, we find that the driver would find it woith while to take die 
extra daily trip. 
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FIGURE 5. THE FOUR COST CURVES 
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The individual firm, accordingly, is confronted with four costs. At 
any given level of production it is concerned with its average total 
costs, and this in turn is made up of the sum of average fixed and aver- 
age variable costs. Finally, it is interested in knowing the marginal 
cost at any given level of output. As these aie plotted in the tradi- 
tional forni, the average fixed cost will slope downward as production 
increases, until it gradually approaches zero. Average variable costs 
could start by sloping downward if productivity rises with the addi- 
tion of variable units, but eventually diminishing returns set in and 
the curve turns upward. Since average total costs are Ihe sum ol these 
two, they likewise slope downward and upward, with the possibility 
that eventuaRy variable costs would intersect total costs. Finally, the 


marginal cost curv&-not an average— could tend downward and then 
upward as marginal pioductivity first rises and then declines. It will 
be noted lliat the maiginal curve intersects both the average variable 
cost curve and the average total cost curve at their lowest points. Since 
marginal cost is related to variable cost, it is the influence which is 
pulling down die average vaiiable cost. When it rises above the aver- 
age, it is bound to bo an influence raising it up. Accordingly, it must 
intersect at the lowest point. The same is true of its relationship to 
average total cost. These points are illustrated in Figure 5. 

COST AND PRICE 

The individual fimi confronts the problem of costs by seeldng an 
equilibrium position where there will be no reason to change the quan- 
tities of anything under its control. At this ideal position, there will be 
no addition to or diminution from the amount of labor, capital, and 
other inputs which it uses, or in the amount of ouq)ut which it sells. 
Likewise, theie will be no change in the pi ices which it can control. 
This will be die stage where there is the greatest possible difference 
between total revenue and total cost. Here will be most profitable 
output and maximum net revenue. Under competition this point will 
be discovered upon analysis to be the stage where marginal cost equals 
the price of a product. When the cost of an added unit equals its price, 
a firm has reached its most piofitable level. Normally this is at the 
point where average total costs are lowest. This can be seen clearly if 
we follow the marginal costs of a competitive film. Thus, at a low rate 
of output, a shirt manufacturer may find that the cost of an additional 
unit of production is three dollars. He is obviously at a stage where 
he is using his factors of production in an inefiScient manner. Then 
by careful planning and adequate utilization of manpower, he steps up 
pi eduction. At successive stages, he now finds that the cost of an 
additional unit begins to drop, reaching the two-dollar level and then 
die one-dollar level. Finally he reaches a stage where it only costs 
him fifty cents to produce an additional shirt. Once this stage is 
passed, however, the marginal cost begins to rise. Now he either has 
to pay overtime wages or break in new, unskilled help. From this point 
on, the more he produces, the more each additional unit costs. He 
could continue to the point where the wages of the additional worker 
were greater than the price he was getting for the shirts turned out 
by that worker. If the fiim were run ineflficiently, it would be conceiv- 
able that workers could be hired to the point where total output actu- 
ally dropped, since workers were getting in one another’s way. 



Long before tlie last two stages were leachccl, however, a well-run 
firm would have calculated its costs and stopped expansion. The prob- 
lem is: Where precisely should it stop? What costs should detormiuo 
the decision? At first thought, we might be inclined to call a hall at 
the point where marginal costs started to rise. Tliis would bo a mis- 
take, however, since the selling pi ice must include all costs, overhead 
as well as variable. At the point wheie marginal cost is lowest, the 
average cost— which includes fixed costs and previous vaiialilc costs— 
would be considerably higher. The selling price of the firm at this 
level would be quite a bit above the marginal cost. Accordingly, tlie 
firm could continue to expand production, since the cost of new units 
would be less than the selling piice just discussi'd. Furlhennori.*, this 
new production tends to lower aveiage total cost and henct? competi- 
tive price, since the marginal cost is still below the average. At this 
stage, however, the two begin to converge, as was noted in Figure 5. 
Marginal costs aie rising and average total costs are still di opping. 
When tliey meet, the fiim is at its most efficient level. As was noted 
befoie, there is no point in restraining production while marginal cost 
is below this level, since new units cost less than the average. Likewise, 
under competitive conditions, there is no reason lor a linn to keep on 
producing once the point of inteisection is reached. At this stage, 
lising marginal costs would tend to raise the average total cost and 
hence price. Competitors would then undersell him and force him 
to pioduce at the level of lowest average cost. Of course, it i.s possible 
for a temporary condition to arise where one firm has lower costs than 
its competitors. Under tliese circumstances, our low-cost finn would 
let its competitors set the price at their (higher) most efficient level, 
and would expand until its marginal cost reached this new price level. 
Such would probably be the result in Table 6 below. Nevertheless, 
under competition such a condition should be but temporary. Hie 
high profits of the low-cost firm would attract new and more efficient 
capital into the industry, drive out the high-cost finns, and stabilize 
price at the level of most efficient production. Hcnco the slaiemeiit 
that under competition, price tends to be set at the point where mar- 
ginal cost intersects average cost. Normally, maximum net revenue 
is at the point of lowest average cost 
The considerations just analysed for the finn as a whole apply 
equally to the utilization of the several factors of production. The 
firm tries to use each factor most efficiently and the several factors in 
the best combination. Thus, in regani to labor, our shirt manufacturer 
may find that at a low level of production, relatively few shirts are 
turned out per worker. As the level of production rises, each successive 
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increase requires less of the workers’ lime per shirt. Marginal produc- 
tivity is inci easing. This cannot keep up indefinitely, however. Grad- 
ually the rate of increase slows up and tlien reverses itself, as higher 
levels of production are reached. Intensive utilization of a given 
working force now produces diminishing returns. Here as above we 
have the relationship of the marginal to the average. In the beginning, 
marginal productivity tends to go above the average, since each new 
unit for a while requires less and less of the workers’ time. The 
average lags behind, since it is composed of the earlier and less efiS- 
cient units, as well as the later and more efficient. When diminishing 
returns set in and productivity declines, the marginal curve drops 
until eventually it crosses the average. The average declines more 
slowly, since it contains the figures of high productivity attained at 
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the most efficient levels. When the marginal crosses the average, the 
firm should refrain from fuither intensive usage of this factor of pro- 
duction. Fmther use only lowers average productivity. (See Fig- 
ure 6.) 

The inverse relationship of productivity to cost is obvious. Assum- 
ing constant wage rates, the less labor needed per shirt (the higher 
the productivity), the less the labor cost per unit. Hence the manufac- 
turer seeks the lowest average labor cost for each unit of output. Once 
he has readied this stage with a given working force, he can efficiently 
seek a permanent expansion of production only by hiring new workers 
or by introducing other factors of production, such as capital (ma- 
chinery), to effect a more efficient production scheme. If the choice is 
to hire new workers— extensive utilization of the labor factor— the 
process described before will be repeated. The additional output 
ascribed to these new workers may raise average productivity. But as 
still more workers are hired, a stage is reached where the contribution 


of each new hand is becoming less and less, until finally die marginal 
worker produces an amount which is equal to the average. At this 
point the firm should refrain from further extensive utilization of the 
factor of production, assuming that the other factors have remained 
constant in quantity and quality. 

The process desciibed in terms of labor applies equally to land, cap- 
ital, and management. The firm seeks the best use of each factor, and 
the best combination of factors. It experiments with various inputs 
of each, varying its intensive and extensive utilization of tlic scveial 
factors. In each case, it will find the marginal and average productiv- 
ity curves behaving in the manner illustrated iii Figure 6. By such 
methods it discovers its best rate of production. 

When the firm is experimenting with the several factors of produc- 
tion, natm'aUy it compares their output in terms of the cost of each 
factor involved. It may be that the installation of an automatic ma- 
chine would increase pioduction ^arply, much more tlian would be 
achieved by adding another worker. But the cost ol the machine is so 
high that tlie fiim decides instead to hire a hundred more w^orkers and 
use the existing machinery on another shift. Hence the decisive factor 
is not marginal productivity alone, but rather productivity in the light 
of the cost of a factor. This is called marginal raoenue procIiictiDiltj, 
When a factor is used most efficiently, its average cost per unit pio- 
duced is at the lowest point. The revenue of the firm is at the highest 
point. 

With the analysis now available, we can see tho reason why our shirt 
manufacturer has such a wide variation in marginal costs at dilTcrent 
levels of output. His first thousand shirts might cost three dollars 
each because of low productivity of his factors at that rate of weekly 
production. The second thousand would only cost two dollars each, 
and the third thousand, one dollar each. Tlie fourth thousand cost 
fifty cents each. Here maiginal cost was lowest, since each additional 
thousand after this level involves successive raises of twenty-five cents 
per unit in costs. If these figures are made into a table and a diagram, 
it will be found that when the firm is producing between seven and 
ei^t thousand units a week, it will be approaching its most elficicnt 
level, with marginal costs intersecting average vaiiablc costs some- 
where between $1.25 and $1.50. Since fixed costs arc not very high in 
this industry, average total cost would be made up mainly of variable 
costs. Accordingly, it is likely that the marginal curve would soon 
intersect the average total cost curve, and that the factory price of 
these shirts would be about $1.50. 

It mi^t be asked as to whether the law of diminishing relunis ap- 
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plies, once the most profitable combination of factors is obtained. 
Would it not be possible simply to duplicate this arrangement in as 
many plants as necessary, provided the market could absorb the out- 
put? The answer is that such duplication is not often possible in 
practice. One or other of the factors, usually management, cannot be 
extended indefinitely. Overlarge enterprises tend to be cumbersome 
and less cfiicicnt. Empincal proof of this fact was noted when large- 
scale enterpiise was studied in Chapter V. 

Sucli IS the position of a single fiim in the shirt industry. A similar 
analysis might be applied to any other competitive industry. Thus, 
we might study the production of high-class, all wool blankets, where 
capital costs might be more important than in the shirt industry. Here 
the problem would be illustrated more in terms of machines than 
labor. But here likewise tlie firm under discussion would offer as its 
bid price die marginal cost at the point of lowest average cost. 

This single firm will not be the only supplier in the market. There 
may be hundreds of other firms, each with its minimum average cost. 
For the sake of simplicity in illustration, we might limit our considera- 
tion to five firms, with varying costs ol production. In Table 6, we give 

TABLE 6 

Supply Price per Blanket 

$10.00 11.00 12.00 13.00 14.00 15.00 16.00 

Amount Offered at Most 
P noiaTABLE Level 

Firm A 2,000 

Firm B 
Fum C 
Finn D 
Firm E 


3,000 


1,000 


3,000 


3,000 


the amount that each would be willing to sell at a given price. We 
might assume that these firms are bidding on a government order for 
blankets, in accordance with ligidly uniform specifications. No one is 
able to fill die entire order, so they bid at their most profitable price 
for the quantities they prefer to sell. The low-cost firm will sell two 
thousand at ten dollars each; the high-cost offers three thousand at 
sixteen dollars. The others range between. Their several prices are 
shovm in the accompanying table. If the amount desired is six thou- 
sand blankets, the price will be twelve dollars. The last two firms hsted 
have costs too high to enable them to compete successfully for this 
particular order. These concerns will be considered submarginal, with 
the least profitable firm labeled the marginal firm. 
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It must be remembered that the conditions just descriljcd arc pos- 
sible only under competition. It is assumed that there are enough 
firms so that the policy of any one cannot by itself appreciably influ- 
ence price. Then each firm seeks to produce at its most oflicient level. 
The supply schedule, derived from the several price offers made by 
firms in the industry producing under these conditions, when com- 
pared with die demand schedule will give us the equilibrium price. 

The noting of variations in costs permits us to pass on to two fuither 
stages of our analysis. Tlie first is Uic concept of quasi rant, or an 
excess amount paid to any producer above the nonnal profit which 
would keep him supplying a particular good. In the illustration used 
above, two firms were able to make normal profit at a jirice below 
that set by the market. This excess is called “rend* from the analogy 
widi land rent, which is a differential return on land, based cither on 
fertility or location. A hundred foot square plot of ground at Broad- 
way and Forty-third Street in New York is worth more than a piece 
of land of similar size situated on an Iowa farm. Because its metiopoli- 
tan location permits favorable use of capital and labor, die demand 
for it will bid up its price. Its use will give a greater return dian the 
use of less well-situated land. Likewise in industry, low-cost firms 
have a differential advantage. This quasi rent in its turn is likely to 
be appropriated by the factor in production which is in the most ad- 
vantageous bargaining position. This would be the factor which is 
least elastic in supply as far as tho firm is concerned. Tliis element 
would be necessary and no substitutes would be available. Such 
would be the position of a first-class executive whose managerial abil- 
ity contributed to the superior efficiency of the firm. Again, a well- 
organized labor union whose members are skilled and hard to replace 
would be able to appropriate much of the differential advantage. Con- 
versely, when labor does attempt to di’ive hard bargains, added pres- 
sure is given to a firm which might be considering ^e substitution of 
machinery (capital) for labor. 

A second consequence of unequal costs would normally be a tend- 
ency for long-run changes in an industry. Under competitive condi- 
tions, the making of greater than normal profits on the part of any firm 
is an invitation for new capital to enter an industry. Modem, efficient 
firms would utilize the factors of production better than the older high- 
cost companies. Probably they would have better machinery and im- 
proved processes. Their entiy would mean elimination of the un- 
profitable firms and a tendency towards normalizing all profits. Thus, 
competition moves in the direction of uniform costs and profits. All 
firms would then be producing at the level where maiginal cost 

M64^ 



equalled price. If no important profit differential remained, then the 
industiy would be in equilibrium. There would be no reason for it to 
expand or contiact through the addition of new firms or the elimination 
of old. Of course, il die reason for the extraordinary profit mar gin of 
any firm was such that it could not easily be duplicated ( such as exdu* 
sive possession oi a favorable .site), this differential could remain in 
the face of extensive competition. 


LONG-RUN CHANGES IN SUPPLY 

The stress thus far has been upon the short-run elements in the sup- 
ply situation. Tire influences which affect the supply of the individual 
finn and the industry were considered. Now it is time to consider the 
consequences of long-run changes in the supply of a particular product. 

There are many reasons for a change in the amount supplied. Most 
obvious is an increase in demand. This could arise from variations in 
public taste, an increase in money incomes, the nonavailability of 
accustomed substitutes, and many analogous conditions. Sometimes 
increased demand arises from a rise in the price of related products 
and a consequent turning to substitutes. A rise in the price of butter 
could conceivably lead to the demand for margarine in greater quan- 
tities. Again, any condition whidi would intensify the desire for a 
complex product, such as an automobile, would automatically affect 
the need for its accessories and related products. 

Another reason for change in supply could be increases or decreases 
in costs. Normally innovations such as improved techniques tend to 
lower costs and increase supply. Thus, at present the cotton industry 
faces severe competition from rayon. It is found that rayon yam is 
almost as cheap in its initial cost and that it can be used much more 
efficiently. If, however, a mechanical cotton picker lowers costs con- 
siderably, cotton might be able not merely to hold its own, but even to 
gain further uses which it does not currently possess. Under competi- 
tion, decreased co.sls would mean lower prices. This would lead to a 
shifting to the right of the supply curve and, with no change in the 
demand schedule, a substantial increase in the amount demanded. If, 
on the contrary, the new cotton picker is not successful in lowering 
costs, then it is likely that the amount of cx)tton supplied will decrease, 
since demand will shift to a cheaper substitute. 

Supply could change in the long run because of changes in the price 
of individual factors and a consequent impact upon the costs of pro- 
duction. One of the commonest examples today would be the increase 
of wages through collective bargaining. Where such increases do not 



represent tie appropriation of quasi rent, costs will rise. This will 
result in a shift ci the supply curve to the left and a consequent rise 
in price. If there has been no change in demand and if the demand 
curve is not completely inelastic, the amount demanded is bound to 
drop. The result of this could be elimination of high-cost finns and 
consequent unemployment. Of course, when the marginal productiv- 
ity of labor is increasing, as it has on the whole in recent decades, 
workers could demand higher wages without increasing costs and 
affecting employment adversely. 

The effect of changes in supply varies from industiy to industry. 
Most firms belong in industries of increasing cost. Under these condi- 
tions, expansion tends to bring in poorer quality factors, less advan- 
tageous sites, and the sheer difOiculties of size. This condition should 
not be confused with the increasing marginal cost in the individual 
firm which results from diminishing returns from any single factor. It 
is simply the inability of an industry in which individual finns are at 
their most profitable level to multiply indefinitely this situation. The 
fact that technical innovation brings in decreasing costs does not in- 
validate this nile. The principle is formulated ou tlio assumption of 
unchanging conditions in regard to the proportion of the factors of 
production. It is simply a way of expressing the fact that the re- 
sources of the earth are hmited. 

On the other hand, there may exist, at least temporarily, a situation 
where increased supply may lead tn decreasing costs. Even where all 
the factors of production are at their best use, there are external econo- 
mies which may accrue to firms in an industry. Such would be the 
adaptation of other elements in the community to an industry. Larger 
size may permit the savings of large-scale production in supply com- 
panies. Banks and credit agencies may find it worth while to develop 
specialized departments to handle its business. By-products may come 
into use as industiy expands, when they would not have been profitable 
on a small scale. Within the industiy itself, the passage of time may 
lead to better-trained and more smoothly functioning organizations. 
Team-work and mutual understanding could bring about decreased 
costs, even though there were no innovations or sub.stitutions. In this 
connection, care must be taken not to confuse a dccroasing-cost indus- 
try with the stage of decreasing average costs which is a phenomenon 
of practically every industry. This stage is naturally prolonged in con- 
ditions where heavy investments lead to a relatively large overhead 
cost. In these circumstances, the decline in average fixed costs tends to 
prolong considerably the period of declining total cost. Tire condition 
under discussion, however, is connected with expansion in the entire 
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industry, which would include an extension of Bxed as well as variable 
costs. 

Finally, there are industries in which the phenomenon of constant 
cost obtains in spite of considerable expansion of capacity. Here an 
increase in output does not lead either to a proportional increase or 
decrease in total costs. Such usually are industries where the use of 
capital and management is small and where labor is an important 
factor. If in turn die supply of labor is highly elastic, output can be 
expanded to a noticeable degiee without affecting costs. An example 
could be found in the field of industrial homework, where sewing and 
small assembly jobs are sublet to families who work at home. They 
might be sewing doUs’ dresses, putting pins or buttons on cards, and 
like simple repetitive work. Since diis type of work is usually extra 
income for very poor families, there has been frequently an abundant 
supply of labor. Accordingly, production could expand or contract in 
accordance with a rise or fall in d^and, with litde variations in the 
cost of supply. 

The relative ease or difficulty with which long-run adjustments are 
made determines the elasticity of supply. For increases of supply, two 
considerations aie normally important. The first is the slope of the 
marginal cost curves of the individual firms in an industry. If a given 
increase in the output of individual firms causes only a slight increase 
in die marginal cost of production of a firm, then considerable ex- 
pansion is possible without a prior and drastic increase in price. Even 
though a ffim is already producing at its most profitable rate, as long 
as the price is above its average total cost at its minimum level, there 
is a possibility of upward expansion in output. This follows from an 
analysis of the marginal cost curve. If we assume that a low-cost 
blanket firm can turn out two thousand blankets and make normal 
profit at ten dollars, it would still pay the firm to expand production if 
the market price is twelve dollars. At its most profitable rate, the 
marginal cost of production is ten dollars. On all production at that 
rate, the firm enjoys a quasi rent of two dollars. If the amount 
demanded permits it to sell even more blankets at twelve dollars, the 
firm could expand production until the marginal cost equalled the 
selling price of blankets. It would retain all the profits made at its 
best rate of production and obtain in addition a decreasing amount of 
quasi rent up to the point where marginal cost and price were 
equal. At that point any further production would result in less than 
normal profit on the marginal product, and hence a firm would not 
have an incentive to expand beyond this point. It must be remembered, 
however, that this phenomenon of quasi rent would normally be tem- 



porary under competition. Abnoinial piolits would bo an incentive 
for the entry of new and presurnaldy oflicient fii-ms, which would 
bring price back to a noimal level. 

A second element leading to elasticity is the case of entry for new 
firms in an industry. This is determined by the difltTcnce between 
minimum average costs for the successive firms whose schedules con- 
tribute to the supply curve. A sharp increase in the amount demanded 
will lead to an increase in price as an immediate adjustment. But at 
this increase in price, capital may find it profitable to shift into this 
industry and new firms will come into production. If the price range 
required to bring in these new firms is slight, tlien the supply airvc 
of the industry is elastic. Only a minimum increase in price is needed 
to bring about a large increase in the amount supplied. Relating this 
concept to the previous description of industries, it can be sc(*n that 
increasing-cost industries tend towards an inelastic supply curve, while 
constant- and decreasing-cost industries are elastic in supply. 

Elasticity of supply is not of necessity reversible. It is possible that 
in a given industry an upward adjustment is easily made, while a 
downward adjustment is more difiicult to obtain. It is usually casrer to 
expand output in an industry than to bring about its contraction. This 
is the case because resources are not in practice perfectly mobile. Once 
a factor has been committed to a specific use, it is not often oa.sy to 
devote it to another use. An example of this could be found in the 
textile mills of New England. When die industry shifted to the South, 
it was not possible to transfer resources with it. Labor remained where 
it had homes and other ties. The factory buildings could not be moved. 
As a result, new labor had to be trained and new buildings constructed. 
Such a hazard is not easily faced. Only a severe and prolonged cost 
differential would induce an industry to face these losses, ’^ile in 
the case cited a transfer was effected, there are thousands of instances 
where a change would be impossible. An unprofitable coal mine could 
not be moved nearer its market. A railroad which is not meeting its 
fixed costs cannot uproot its rails and move to more prosperous centers. 
Under these circumstances, transfer of resources is virtually impos- 
sible. Only a small amount of the investment can be salvaged. Ac- 
cordingly, such firms often remain in production at a loss in the ex- 
pectation that profits will return in the future. Even if such expecta- 
tion IS vain, a may still resist liquidation by writing off a lugh pro- 
portion of its fixed cost through bankruptcy. This would lead to a 
drop in its average cost and a consequent lowering of the price where 
it can operate profitably. Firms usu^ly give up completely only when 
price is consistently below their marginal cost of production. Under 
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these circumstances, even a complete wiping out of fixed charges, if 
such were possible, would not make operations profitable. The same 
condition obtains in regard to labor's investment of skill and experi- 
ence. It cannot easily be transferred when a decline in demand leads 
to unemployment.^ In the long run, however, individuals and firms 
can resist and postpone rather than defeat the forces leading to ad- 
justment. Hence it is conect to say that given enough time, supply 
in all industries is elastic downward as well as upward. 

All important influence upon elasticity of supply is die possibility of 
substitution ol the factors of pioduction. If expansion is not feasible 
in terms of a previously accepted combination of these factors, it may 
be possible to achieve the result by using one or more of the factors 
more intensively. If, for example, increased demand for a metal could 
only be met by using low-grade ores and thus increasing cost exces- 
sively, it might be possible to invest capital in research or in acquisi- 
tion of more expensive and more modem machineiy and thus utilize 
these ores at a cost which will yield a profit. Again, if the supply of 
labor is not adequate either because of an absolute shortage of help or 
because of a price which will not permit profits, it may be feasible to 
introduce semiautomatic machinery which will take the place of labor 
or permit the utilization of less skilled workers. Fundamentally, the 
question of substitution will be dedded by two considerations, namely, 
^e technical possibility of changes in the productive process, and the 
relative price of the several factors of production. 

FURTHER IMPLICATIONS OF LONG-RUN 
SUPPLY CHANGES 

In the course of our discussion of supply, it has been necessary to 
mention frequendy the effect of changes in supply upon the producers* 
demand for the various agents which contribute to production. It may 
be helpful to consider this point explidtly. It is clear that an increase 
in demand for a product will bring about a derived increase in the 
demand for the factors used to make the good in question. The effect 
of this derived demand will depend upon the elastidty of supply in 
regard to the factor under discussion. If the agent is both important 
for production and inelastic in supply (for example, highly skilled 
labor), then its price will rise. Consequently costs will increase. This 
industry will have an inelastic suj^ly curve and belong in the increas- 

^ For an illuminating study of labor's adjustment to a decline in demand caused 
by technological or other mnovations, c£. S. Slichler, Union Polioies and Indus- 
trial Management (Brookings). 
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ing-cost group. If, however, this inelastic agent can be substituted for, 
there will be a rise in demand for the substitute factor. Unless this 
second factor is highly elastic in supply, there will still be a rise in costs, 
but not to the same degree as formerly. The elasticity of Ihc supply 
curve for this industry will depend upon the feasibility of substitution. 
Thus, it can be said that the ultimate effect of a cliange in demand for 
the product of an industry is deteimined by its derived impact upon 
the agents which contiibute to make this economic good. 

From the supply point of view, any increase in the amount of a factor, 
especially when it is important in the productive process, tends to 
lower its costs and hence the costs of an industry. This increase could 
come either from a rise in total available amount (as in the ease of 
labor during a depression) or from an addition to the relalivt* amount, 
as when a competing use for this factor becomes less iin]iovlant and 
releases some of its claims upon the agent in question. Such would be 
the case where a building boom had absorbed most of the available 
funds for investment locally, causing a rise in the inteu'st i.ite. llic 
ending of tlic boom would mean increased availability ol funds lor 
business and a consequent decline in the cost of money. The normal 
effect of such a diange would be lowered costs for industry. Accord- 
ingly, the amount of die necessaiy factors is a vital element in the 
supply schedule of an industry. 

In considering costs in any process which involves invcslincnt, the 
time factor cannot be ignored. As long as there is inteic.st to be paid, 
the longer the peiiod of production, the greater the cost. If a firm 
owns, for example, a considerable amount of unused mining property, 
it may be faced by the problem of when to use these re.sourccs. Per- 
haps by holding the mines for ten years longer, it may expect a higher 
price. But unless this higher piice is more tiian the accumulated in- 
terest charges duiing the period of idleness, the finn will have made 
a mistake in refraining from using the pioperty. Such considerations 
are valid in many extractive industries and in firais where .storage is 
the normal procedure. A ten-year-old whisky may bo more valuable 
than a four-year-old product, but the difference must be enough to 
cover not merely storage and warehousing charges, but also the im- 
puted interest on the value of the stock. Such costs aie obvious when 
money is borrowed and interest must be paid out, but they can easily 
be overlooked when there is no debt and the charge mu.st be imputed 
by the company itself. Correct evaluation of this element can have an 
influence upon supply. 

Anoiher consideration affecting supply is the fact of expectations. 
Future costs, as anticipated by Anns, are as important in determining 



supply as are present costs. An instance of this would be an antici- 
pated increase in the price of a factor used in production. This would 
naturally lead to thoughts of substitution, as analyzed above. On the 
other hand, if die price of a given input is expected to decline, this 
would stimulate the consideration of expansion and preparations mi^t 
be made accordingly. The same reasoning applies to anticipated 
changes in the price of the final product. If prices are expected to rise, 
every effort will be made to defer and expand production for the more 
profitable peiiod. Should they be considered likely to decline, the 
attempt will be to concentrate sales during the present period and to 
curtail pi eduction in the future peiiod. Of course, expectations can to 
some degree be based on present trends, although anticipations of 
future new developments are more likely to bring about a change in 
supply policy. 

The effect upon price of change in supply and cost may be sum- 
marized by presenting the sequence of events under varying situations. 
Where an mdustiy belongs under the conditions of increasing cost and 
relalioeltj inelastic supply, an increase in demand brings three results. 
The first effect, in the veiy short run, will be a sharp price increase. 
This is the natural result of increased demand and inelastic supply. 
Next the price will drop somewhat as the rate of production within 
the industry is increased. It will not, however, retm-n to its old level, 
since production has now risen above the level of most profitable out- 
put in the firms constituting the industry. Finally, new capital will 
flow into the industry and new firms will appear. This will cause a 
furtlier cutback in cost, but still not to the first level, since the several 
inelasticities and diseconomies which have appeared lead to a rise of 
costs lor the marginal firm, The older firms, if they are the most efii- 
cient, will cut back their expanded production because of the decline 
in price, but probably not to the extent of return to their previous most 
profitable level. At this final level, they would be receiving quasi 
rent or net revenue above normal profits. Hence they would continue 
to produce up to the level where marginal cost equals price. 

In an industry enjoying constant cost and elasticity of supply, the 
effect of an increase in demand might be a small rise in piice during 
the short-run period. In practice, its elasticity can hardly be such as 
to avoid all delay and friction and some additional costs, such as over- 
time for the workers. But in the long run, new firms will come into 
the industry and price will return to its first level. A somewhat similar 
situation would obtain in a decreasing cost industry, except that the 
initial price rise would be followed by a decline to a level lower than 
previously existed. 



Should demand fall instead oi rise in the cases just discussed, gen- 
erally speaking the reverse situation would obliiin. In an lucreasing- 
cost industry, there would first be a sharp price decline, a nse when 
production scliedules had been adjusted downward, and a further rise 
when inefficient firms load been eliminated. The ultimate level, how- 
ever, would be lower than the original and the economic rent of the 
most efficient firms would be reduced. Where costs are constant, an 
immediate decline in price would be followed by a reversion to the 
fonner level, as production is adjusted and noiiprofitable firms re- 
moved. In the case of a decreasing-cost indusliy, a lall in demand 
would bring about a notable drop in price and a deci-i'aso in the size 
of the industry. Since such a decrease under the ciicuinstaiici's \vould 
raise costs, tire final price would be higher than it was before demand 
declined. 

These long-tcnn effects, as was noted earlier, aie conditioiu'd by the 
supply and cost curves of the firm and the indushy. I’he stage of most 
profitable output for the firm under competition is the point where 
marginal cost intersects total average cost. The marginal cost for the 
firm, in turn, is determined by the marginal cost of the (actors of pro- 
duction in their most economical use. Tlio cost schedules of all the 
firms in the industry supply the data for tiie market cost curve. The 
price of the product is determined in the competitive market by de- 
mand in relation to this cost curve. Such is the static situation. In 
time, changes in demand produce the effects outlined above, deter- 
mined largely by elasticity of supply in an industry, which in turn 
depends upon elasticity of the supply of productive agents. The supply 
curve itself may be changed through innovations, technical changes, 
and the like. Thus, the crude concepts of the amount snpplic’d and the 
amount demanded, used in the preceding chapter, are refined by a 
study of the complex elements which affect supply, particularly by 
the notions of marginal cost and elasticity of supply. 

When changes occur in a constant and orderly manner, leading to a 
full utilizatiorr of resources, the economic system is said to be in a state 
of dynamic equilibrium. When, however, changes arc violent and re- 
stricted to certain spheres of the economy, and whetr resources arc not 
fully utilized, tire system is considered to be in a stale of partial dis- 
equflibrium. A completely competitive economy lends towards a state 
of equilibrium, through mobility of the factors of production away from 
unprofitable lines. Since, however, such mobility involves difficult ad- 
justments, there is a tendency away from competition and an attempt 
to substitute conscious control for an impersonal market. Such attempts 
do not invalidate all the principles studied in tiiis chapter, but they do 
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call for profound modifications of some conclusions. Perhaps the 
economic system might be compared to a boat chugging across a 
swiftly moving stream. The progi'ess of the boat is determined only 
in part by its own internal laws. The power of the motor and the 
decisions of the captain are important influences, but not the only 
forces which direct the path of the boat. The rapid movement of the 
waters is also responsible for the ultimate course it takes. So in the 
economic system, we have the mechanical forces of competition, the 
conscious direction of tliose who attempt to control economic life, and 
the broad forces of total effective demand as studied in Chapters 
XVII-XIX. After our study of demand, it will be feasible to examine 
the changes introduced by interference with competition, and then 
to apply these principles to the American economy. 
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I N THE preceding chapters, demand has been treated as a given fact. 
Its existence and the fact tliat it clianges were lakeii ior granted, 
without any profound attempt to inquire int(J the underlying causes 
of this phenomenon. However, the study of competitivij pi ice would 
not be complete without some attempt to delve into the 1 actors which 
influence demand and, consequently, aflccl price. In thi.s juirsnit, too 
much should not be expected. It is relatively easy to oiilliiK? the broad 
outlines of a theory of consumption, but economists have not yet bceu 
successful in introducing the refinement of delail into this field tliat 
they have achieved in regard to supply and cost. 

THE PHENOMENON OF DEMAND 

It may be useful here to reiterate the point that demand to the econ- 
omist is not precisely the same as demand would be to the layman. 
In its nontechnical use, the term has several meanings. It could be 
synonymous with desire. We hear of a superabundance ol goods going 
to waste at the same time tliat demand throughout tlio cuuiilry is at 
its highest level. Such is the common plaint in times of depression. 
But in technical literature, need is one thing, demand another. Even 
choice is not the same thing as demand, since it must be choice rein- 
forced by the ability to buy. Of course, there would not be demand 
without either desire or need. Even where there exist sulficjiont funds 
for purchasing, there still must be a choice, lienee, lor a good to be 
in demand, it must satisfy a want, there must be available luuds to 
buy it, and the consumer must choose tliis good among allerualive uses 
of his money. 

Again, we do not speak merely of willingness to po.ssess a good. 
Demand is always at a ‘price. Perhaps most college professors would 
willingly drive to their tasks in resplendent Cadillacs, e([uippcd with 
all the latest improvements and luxuries whicli ingenuity can coutiive. 
It would satisfy their desires for comfort and perhaps loi a modicum 
of ostentation. It could be purchased out of their modest income, pro- 



vided they were willing to save in a sufficiently Spartan manner. But 
in practice few teachers make such a choice. The price is so high, both 
in regard to original investment and upkeep, that they are not in the 
market. They would prefer to buy books, take a vacation, live in a 
comfortable home, and lay away savings for the future. Accordingly, 
demand always implies tlie choice of definite quantities at given prices. 

The sum of these choices gives us the demand schedule. In ^e in- 
stance of the Cadillac of this particular model, we might assume that 
most puichaseis would be satisfied with one. Not many of us are in 
the position of the Oriental monarch who was astonished when he dis- 
covered that such commodities were not sold by the dozen. In this 
case the natural method of constructing a schedule for a given com- 
munity, say Chicago, would be to poll its inhabitants to discover at 
what price, if any, they would care to purchase such a car. Disregard- 
ing the low estimates as impractical in view of the supply curve, we 
would discover a range from twenty thousand buyers at the price of 
two thousand dollars to six hundred buyers at five thousand dollars. 
From this sdicdule we would construct the demand curve and thus 
portray the demand for Cadillacs. Turning to a more pedestrian ex- 
ample, we find a slightly different situation in the seasonal demand for 
oranges. Here we find a price range from thirty cents a dozen at the 
peak of the season to forty-five cents when supplies are short and sixty 
cents when they are definitely nonseasonal. Demand, for the purpose 
of this illustration, comes from a wealthy family, a professional man 
with good income, and an unskilled laborer whose income is fairly low. 
In the first group, the price range is no problem. This family will have 
its breakfast orange juice at any time that oranges can be purchased. 
The professional man is somewhat more cautious. He is out of the 
market during the nonseasonal period, a moderate buyer at forty-five 
cents, and a heavy buyer at thhiy cents. Finally, the laborer comes 
into the picture only at the thirty cent level, and then in carefully meas- 
ured quantity. Accordingly, in this example not only are buyers enter- 
ing or leaving the market, but the quantity demanded will also vary 
with price. When the total amounts demanded at each price are added, 
a demand schedule and a demand curve can be obtained. 

The typical demand curve has what is termed a negative slope. It 
is closest to the Y axis at high price and furthest removed at low price. 
This is based on the assumption that demand varies inversely with 
price. Sometimes this generalization is called the Law of Demand. 
As a rough general stat^ent it is valid, but it is hardly correct to say . 
that no exceptions are possible. There exist too many amusing stories 
of storekeepers who prodded slow-selling items by raising their price 
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to allow us to say that tlio iuverse ratio is invariable. Most people think 
that price and rpailily are so closely related that low-price goods are 
inferior. Under these circumstances such oddities as those just men- 
tioned are possible. Only imder the assumption that every consumer 
is rational and completely informed as to quality would thi're be prac- 
tieaUy no e.\ceptions to the law of demand. Even here there would be 
a few who wish to indulge in what Veblen termed “conspicuous con- 
sumption” and who buy high-priced goods simply because of tlieir price. 
Nevertheless, where quality is considered to be equal, the overwhelm- 
ing majority will take low-priced goods in preference to more ex- 
pensive counterparts. Even die vanity which induces conspicuous con- 
sumption can he placated by the triumphant conviction tliat a bargain 
has been won. A student wishing to satisfy scientific curiosity on this 
point, even at the expense of personal risk, need only visit the bargain 
counter of a department store when real buys arc featured. 

Demand is rarely constant. The fact of rise or tall in dciniuid is a 
matter of common observation. There are many reasons for trends 
of this type, with one of the more frequent being diange in taste. Style 
is deliberately altered for the purpose of stimulating sales. Year by 
year changes in clothes, automobiles, radios, and the like aro rarely 
substantial enough to evolve a different product, yet the mere factor 
of novelty, even without appreciable difference, is often enough to pro- 
duce a desire for this new object Again, changing fasliions may have 
important long-tenn effects upon people’s buying habits. The fact 
that slimness is the mode is not without its implications for agriculture. 
Likewise the trend towards lighter clothing is bound to affect the de- 
mand for textiles. When an article becomes a fad, as happened with 
vitamin pills, demand is likely to skyrocket. Accordingly, it is rarely 
suflBcient merely to talk of the demand for a product. Accuracy usu- 
ally requires a time statement, such as demand in 1945, or demand 
during the nineteenth century. These phrases would mean an average 
demand curve during the periods under discussion. 

Another reason for shifts in demand is found in changes in income. 
For the average individual, an increase or decrease in income is bound 
to affect his demand for various economic goods. If our mythical pro- 
fessor of an earlier example were to be promoted to the position of 
president of his large university, then the possession of a Cadillac would 
not be at all fantastic. His salary would now permit both die initial 
purchase and the upkeep. Furthermore, he would feel a strong in- 
clination to have a car as distinctive as his new oflSce. While, of course, 
individual reaction to income changes is difficult to foresee with exacti- 
tude, the average reaction is fairly constant Thus, the Brookings 
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nstitution study, Amencds Capacity to Cotisume, found that the per- 
entage of income allotted to difEerent expenditures varied with con- 
iderable regularity in relation to total income. For example, the pro- 
lortion used for food tended to decrease as incomes rose. The poor 
pent ten times as much, on a per cent of income basis, for food as did 
he rich. In the matter of savings, the situation was reversed, with the 
realthy saving over ten times as much, on the same basis, as a family 
n the range between the poor and the middle class. Accordingly, 
he real income of a thousand families were to be double, one could 
iredict with fair accuracy how much of an increase in demand could 
te expected for food, the home, clothing, and other expenditures. 

UTILITY AND DEMAND 

There are deeper reasons both for the different amounts demanded 
/hich make up the demand schedule, and for changes in demand. In 
he attempt to probe the ultimate factor which determines demand, 
conomists find that utiUty is the common denominator in all varieties 
if demand. Utility, as was noted earlier, is the power to satisfy wants, 
n this category alcoholic liquors would have a place as well as milk, 
nd dangerous narcotics as well as healing drugs. This is simply a 
natter of terminology. It is found that all commodities have a place 
a the determination of prices. While as an individual your economist 
night deplore the fact that some addicts of drugs are so bound by the 
raving that they will buy heroin rather than food when finances are 
hort, yet he must acknowledge tihe fact that to these persons, narcotics 
re more able to satisfy their wants than is food. Similarly, a doctor 
night consider the end product of such an unbalanced diet as an “in- 
eresting specimen” in the sense that he dearly illustrates certain medi- 
al laws. Accordingly, each consumer derives utility from his several 
lurchases, even though the utility in question be merely the satisfaction 
if a passing whim or an expensive purchase which he later regrets. 

Utility occupies about the same position in regard to demand as does 
ost in relation to supply. This coincidence carries over even to the 
ixtent of an equivalent of the law of diminishing returns. There is also 

law of diminishing uHlity. This can be seen from several examples. 
Sl useful illustration would be the comparison between the satisfac- 
ion given by money to various individuals. Most of us can remember 
hat as dhiliren a nickel was welcomed, a quarter called for a celebra- 
ion, and a dollar was a real event in our lives. As we grew older and 
■amed our living, the scale of values changed. Then, perhaps, a dollar 
vas the first sig^cant figure in the scale of money. If oux progress 
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through hfe was marked by moiietaiy success, the inititU figure rose 
steadily. While perhaps none of us reached the "bet a maiion” stage, 
we might have attained the position where an additional hundred dol- 
lars gave us no more satisfaction tlian the first nickel we got to buy a 
candy bar. Obviously, throughout this period the utility of mmioy for 
each of us has been constantly diminishing, even if we may assume 
that its purchasing power remained constant. 

The same reasoning can be applied to physical objects. Tlius, ex- 
cept for a few regions where climate and mores decree otlierwisc. a suit 
of clothing is a necessity. The possession of an tidditioual suit which 
can be worn while the other is being cleaned and pressed is a distinct 
advantage. It is considered even better to have a change of .suits for 
the seasons of the year, at the very least for winter and simimer. It 
would not be entirely a matter of ostentation to have an additional set 
of clothing for work or sport If we are to attend certain functions, a 
tuxedo will be needed. There is also a place for a full-dress suit. Every 
item of diess thus far enumerated can answer a defiiiilc want If we 
were oblivious to changes in style, the ensemble might not bo much 
more expensive than a single suit worn all the time, since those worn 
rarely could last a long while, provided weight and figure I'omained 
substantially unchanged. Once this wardrobe lias been puxehast'd, the 
average person will he more concerned with replacements than with 
additions. Probably he hesitated very long before getting the full- 
dress suit in addition to the tuxedo. Accordingly, it can be seen tliat the 
degree of utility conferred by each additional expenditure on suits of 
clothes tended to diminish. Normally there would bo a much sharper 
decline if the purchase was specifically rather than gcncrically the 
same, as when a second or third or fourth spring suit was being con- 
templated. As a lule the wants satisfied by the last two would be much 
less pressing than those filled by the first two. 

The scale of uliMty varies not only within a class, but also between 
classes. Within a group, we might be able to distinguish between 
necessary and extra, or luxury, items. Some categories themselves are 
more necessary than others. Generally speaking, the utility of neces- 
sary items in a vital group is greater than the utility afiForded by extra 
or luxury groups, although even here we must take people as we find 
them rather than as we might think they should be. A girl might go 
without necessary food to save money for an evening dress. Each 
individual has a separate category of values, although broad generaliza- 
tions are possible. On the basis of average reactions, we mi^t con- 
sider maximum utility to be afforded by the minimum food, clothing, 
and housing necessary for existence. For most persons, “necessar/' 
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recreation has an important place. likewise, the care of health is con- 
sidered quite important. We would expect the essentials in each class 
to be talin care of before any further expenditures are considered. If 
a person is destitute, even these essentials will compete with one an- 
other, with food likely to be considered as of maximunr utility. Under 
most situations, however, the essentials are provided for, and the prob- 
lem is that of allotment of funds to less vital uses. Practically, the 
question faced by the individual is whether to allot an additional five 
dollars for food, or recreation, or dothing or some other want. 

Since various objects have different prices and most of them are in- 
divisible, the actual comparison is often between groups of goods. 
Occasionally two items might cost almost the same. A householder 
might wish to choose between trading in the old car for a new one and 
getting new furniture for the living room and dining room. Here the 
car is indivisible, while the furniture could be considered a unit be- 
cause of the wish to match style and color. But the same amount of 
money could bring a new radio, also some new clothes, and possibly 
a modest vacation trip besides. Any one of these latter items could be 
purchasai separately. Yet, several wants must he grouped together 
to wei^ against the cost of a car or a new set of furniture. In practice, 
then, the terms involved in a given choice are likely to be complex in 
their component parts. They involve the weighing of the utility af- 
forded by X at a given price versus group Y whose prices add up to 
the same amount. To sp^ merely of the satisfaction given by a cer- 
tain dollar is to oversimplify the situation. 

Since there are so many variables in the problem of utility, it is diffi- 
cult to illustrate the subject by elementary mathematics. Perhaps the 
nearest approach would be by the use of percentages. We could con- 
sider die food necessary for life at 100 per cent and range the other 
necessities down to 80 per cent of the theoretical maximum satisfaction 
of wants. Below these classes would be nonessential items. Then 
within each class there would be a range according to the wants ful- 
filled either by additional items or better quality. Such a table would 
give a visual, if somewhat arbitrary, picture of the range of utility For 
it to be of any practical use in predicting choice, another table would 
be necessary in which the element of price were considered, since in 
reality it is not abstract utility which is compared, but utility in terms of 
the price of economic goods. To construct such a table accurately, an 
immense amount of information on average prices, average range of 
choice and preference, and the like would be needed. Accordfogly, 
the tables given here should be considered as merely conventional for 
the purpose of illustration. The first table indicates relative importance 



TABLE 7. BELATIVE UTILITY OF ECONOMIC GOODS 



Necessahy 

AmanoNAi. Units 

i 

I 

Food 

100 

20 

10 

Clothing 

95 

60 

40 

Housing 

90 

40 

30 

Medical care 

SO 

60 

20 

Recreation 

50 

40 

25 

Other expenditures 

40 

40 

30 


TABLE 8. WEIGHTED UnLITY OF ECONOMIC GOODS 


Food 

100 

20 

10 

Clothing 

95 

30 

15 

Housing 

Medical care 

90 

80 

80 

10 

40 

10 

Recreation 

50 

10 

10 

Other expenditures 

40 

20 

15 


to the consumer independently of any considerations of cost. Nec- 
essary items will be obtained, practically regardless of cost If a choice 
must be made, the order of importance is listed. The second column 
hsts the relative value of additional imits both in comparison with one 
another and with tlie utility afforded by necessary goods. Tlic same is 
true of the third column. The comparison works fairly well between 
columns, reading from left to right, and within individual columns. 
It breaks down if we reverse the procedure and read from right to left 
No combination of goods in Group Three would be likely to supersede 
items in Group Two, and no combination from either of llrese groups 
would replace an item in the first column. 

Similar caution must be exercised in using the weighted figures, 
where an arbitrary effort has been made to list relative values of utility 
considered in the light of price. Some of the values in the first column 
could better be represented by infinity than by any finite numbers. 
No grouping from the other columns would replace them. But within 
each of the other columns we can make comparisons which migjht give 
us some practical idea of the balancing of utility. Thus, a substantial 
addition to the housing unit might involve the giving up of additional 
food, dothing, and recreation. The obtaining of better quality housing 
would imply the relinquishing of better quality goods in other cate- 
gories, if only a limited supply of funds is available. In spite of the 
limitations of these tables, they afford a better method of measuring 
utility as a basis for demand than would be afforded by tile attempt to 
compare “satisfaction.” Psychic values are intangible and not suscep- 
tible to measurement. More exact comparisons could be obtained by 



the use of indifference curves and similar advanced techniques, but 
their use in this stage of study would be more likely to confuse than to 
instruct. 

A further qualification on mathematical formulations of demand is 
the fact that many of our choices are nonrational. Habit, custom, and 
even sheer accident determine quite a few of our choices. Frequently 
we start with one tooth powder or one variety of shaving cream and 
rarely trouble to shop around if we are reasonably satisfied with the 
first Nor would it be correct to say that we make elaborate calculations 
of value every time we make a purchase. Nevertheless, we do have 
rou^ categories at least as subconscious influences upon our judg< 
ment. When pay day comes around, we know how much is earmarked 
for each category of consumption and how much is free for the most 
profitable use that may occur. By economizing in food, we may be 
able to have a quality roast for Simday. If we forgo a few movies, 
there will be no diflBculty in buying tickets for a play which is coming 
to town. By resisting the rainbow alluie of a new shipment of neckties, 
we can get the sweater we have wanted for some time. Such are the 
ordinary choices we make within a given group of goods and services. 
Again, we may pass up two excellent football games so as to buy a 
present for the wife. We could forget about the roast and bnng home 
a football for Junior. By using the old overcoat for another winter, 
we could afford our long-postponed dental treatment. In this way we 
make our choice between goods and services in different groups. We 
actually do calculate, if not formally, the relative utility available 
through different choices in expenditure. 

MARGINAL UTILITY AND ELASTICITY 
OF DEMAND 

We can speak of marginal utiUty just as we discussed marginal cost. 
Marginal utility is the increase in total utility which follo^ from a 
unit increase in consumption. A single suit brings such a definite in- 
crease of total utility that we will not do 'without it. A second brings 
appreciable utility also. A third and fourth of the same type of suit 
bring ever lessening utility. Beyond that, the average person would 
soon reach a disutility stage, where the care of the suits was more 
bother than the satisfaction of owning them was worth. Thus, the 
marginal utility of each additional suit would diminish until zero or 
minus was reached. Of course, not all marginal utility curves follow 
this pattern. Some rise before falling. Such would be the case 'with 
the consumption of food. One oyster whets our appetite. The second 
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and third may bring increasing satisfaction. When we come to the 
sixth, we may still \^h that restaurants would be more generous. But 
we might pause before ordering another helping. The enticing prospect 
of coffee and a fine dgar at the conclusion of the dinner seems to be a 
more powerful attraction for the additional fifty cents which we feel 
we can spare. The utility of oysters has now declined to the extent 
that limited funds available for food would be used for otlier choices. 

One of the reasons for diminishing marginal utility is tliat in con- 
sumption there is a problem of best proportions just as there is in pro- 
duction. No one utility can act as a perfect substitute for anoAer. 
Neither food nor clothes can be called completely homogeneous 
products. So even within a group, variety is demanded. This is all the 
more true when comparison between groups is made. Furdiormore, no 
want is insatiable. When we have so much, there is little use in seeldng 
more. We need not necessarily sneer when writers teU of the woes and 
boredom of the idle rich. It is concei^^able that an unlimited supply 
of food, clothing, and amusements could dull one’s appreciation for 
these items. It might not be too bold a generalization to say tliat just as 
marginal cost at the level of lowest average cost tends to make price, so 
likewise marginal utiliiy tends to color tile utility of a whole class of 
goods. The prospect of an additional suit for the very poor man makes 
his one present suit somewhat less indispensable, and a third lowers 
the utility of the other two. So it is not fantastic to assert that at the 
stage when marginal utility approaches zero, the value of the whole 
appears to be very low. This statement would not be invalidated by 
the unwillingness of these wretched millionaires to share their misery, 
since the giving up of luxury would change the terms of the hypothesis 
and transport them to the stage where there would be unsatisfied de- 
sires and cravings. It would be more accurate to say, then, that when 
marginal utility is low, we do not appreciate the total utility of a 
product Only by subtracting successive units and considering the 
utility lost could we appreciate the real total utility of a good. 

The concept of marginal utility must be applied to money to enable 
us to achieve measurable results. Just as we found it necessary to 
“wei^” relative utility by introducing price, so likewise the marginal 
utility of any good is related to its price. It is not the utility <rf an 
extra pair of shoes versus the utility of a new hat, but rather the utility 
of spending a given sum either for shoes or for a hat. Here again the 
indivisibility of goods must be considered. The marginal utility of two 
hundred dollars spent for a new electric refrigerator can be compared 
with the usefulness of the same amount spent for other furnishings or 
even different categories of goods. For any given good, our marginal 
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utility schedule would be the amount of additional utility furnished by 
a money expenditure for that good in comparison widi the same money 
used for an additional unit of another good or goods. If necessary, we 
would spend all we have for a first unit of food. But once starvation 
had been averted, our bids for successive units would drop progres- 
sively. We would have better alternative uses for our money. 

In determining demand and price, it is the marginal utUUy schedule 
rather than total or average utility which is important. The total utih'ty 
of any of the necessities of life wordd be incalculable, but nevertheless 
we often calculate carefully when we shop in the market. Since the 
slope of the marginal curve is downward, it is of necessity lower than 
the average curve, which includes aU the previous and higher figures. 
Accordingly, to calculate our demand curve, we draw up a schedule 
of the bid prices for additional amoimts of a good. In the neighborhood 
of a given store, for example, we find that consumers fall roughly into 
five classes, with only A offering a bid for eggs at seventy cents a dozen, 
and the A group m its entirety being willing to take a hundred dozen. 
At sixty cents, B would take a hundred dozen and A one hundred and 
fifty, and so down the line until at thirty cents group E would take a 
hundred dozen, and D, C, B, and A would in aggregate want nine hun- 
dred. As (he price declined, we would find that die total amount de- 
manded by A and B ceased to rise. At thirty cents diey would want 
no more than at fifty. Accordingly, at a low price they get a certain 
quasi rent or consumers’ surplus. To get the actual price of eggs, 
we draw up this demand curve and impose it on a supply curve derived 
from various marginal costs at the lowest level of average cost and thus 
reach the equilibrium price. 

Demand curves differ as to elasticity just as do supply curves. Defini- 
tions in both cases are about the same. The median is unit elasticity, 
when a change in price will bring an exactly proportionate change in 
the quantity demanded. Thus, when price is doubled, the amount 
demanded is halved. Accordingly, the total amount of money spent 
on the commodity remains unchanged. If one hundred units are bought 
at one dollar or fifty units at two dollars, one hundred dollars will be 
spent on this commodity. If a change in price leads to more than pro- 
portionate change in the amount demand^, we have a relatively elastic 
demand. Here total expenditure will be lower when price is raised and 
higher when price declines. Only thirty units will be bought at two dol- 
lars, but three hundred will be sold at fifty cents. This latter point has 
very important social implications, since price decreases where demand 
is relatively elastic mean increased purchases and expanded employ- 
ment Finally, perfect elasticity means indefinite changes in quantity 



demanded as a result of a small change in price. In such a theoretical 
situation total revenue would fluctuate from infinity to zero, depending 
upon the direction of the price change. If, on the contrary, we pro- 
ceed from unit elasticity in the direction of inelasticify, we find demand 
to be relatively inelastic when a change in price brings a less than 
proportionate change in the amount demanded. The raising of the 
price to two dollars leads to a drop in the quantity purchased from 
one hundred to eighty. Tlie lowering of the price to fifty cents raises 
the quantity to one hundred and twenty. Accordingly, under these con- 
ditions a rise in price means a rise in revenue and a decline in price 
means a loss in revenue. This point also has its social implications, 
since it explains the tendency of monopolists to seek high prices and 
thus high total revenue. Finally, at the other extreme is perfect inelas- 
ticity, where the amount demanded does not fluctuate at all ivith price 
changes. The Mona Lisa would be an example of tliis. At any price the 
amount demanded could only be the same. Under these circumstances 
revenue would vary directly with price. 

In practice, a given demand curx'e may be elastic at one level of 
prices and inelastic at another. Usually at very low prices most com- 
modities are inclastie. At much higher prices, they may be relatively 
elastia As a rale the nature of the curve is dictated by the type of 
good concerned. Very important and necessary goods tend to be in- 
elastic in demand. Strict necessities we must have, regardless of price. 
It has been noted, for example, that the purchase of food, dofiiing, 
and similar vital consumer goods does not vary much between period 
of prosperity and times of depression. Neither changes in income nor 
fluctuations in price seem to affect these expenditures to a great de- 
gree. On the ottier hand, some goods may be inelastic simply because 
their price is so low that any percentage change is likely to be so insig- 
nificant in our budget that it can be ignored. Many types of spices are 
used so rarely that they are bought only once every several years. 
Under these circumstances only a drastic price change would affect 
the amount demanded. In still other cases, demand may be inelastic 
because it is joint demand with some inelastic commodity. An instance 
of this would be butter to consumers who are accustomed to this alone 
as a spread upon bread. Since the demand for bread is relatively ine- 
lastic, that quality tends to be imparted to butter as well. 

Demand is usually elastic when it passes beyond the necessity stage 
to the realm of comfort or luxury. The fact that marginal utility tends 
to decrease as additional units are obtained is an illustration of this 
tendency. Furthermore, even the first units of comfort or luxury goods 
can be dispensed with. For example, a city dweller is bound to be 



affected by botb the initial price and upkeep of an automobile. If he 
can get to his work conveniently by common carrier and finds garage 
expenses high and parking considerable bother, then he may judge that 
the marginal utility of a car is relatively low. Furthermore, with con- 
sumers’ durable goods, replacement at any given time is rarely nec- 
essary. Even when they no longer give good service, repairs are pos- 
sible. Hence price, particularly in terms of the marginal value of the 
consumer dollar, is likely to be important. It is only to be expected that 
the purchase of such goods would fall off sharply during a depression 
if their price remains relatively constant. Under these conditions, a 



consumer can think of far more vital uses for his limited funds than 
buying something he does not really need. 

The availability of substitutes has considerable infiuence upon elas- 
ticity. If, for instance, consumers who must have a spread with their 
bread are forced by war rationing to turn to margarine, peanut or 
apple butter, or preserves, they may find that butter was not so indis- 
pensable as they believed. Even gravy could make bread more palat- 
able. Once th^ were forced into this discovery, price considerations 
would be more influential in postwar purchases of butter. He asso- 
dation with bread is no longer considered necessary. Accordingly, an 
upward change in the price of butter or a downward change in the 
price of an acceptable substitute could change the amount of butter 
demanded. The first situation would filustrate elastic demand, while 
the second would bring about a change in demand. 

A practkxd consequence of elastidty of demand can be found in the 
relative prosperity of industries with inelastic demand and controlled 
price in contrast to those with inelastic demand and competitive prices. 
The former tend to have fairly uninterrupted prosperity, as was the 
case with the electrical utility industry. The latter can be subjected to 
drastic price declines. This is the plight of agriculture. The farmer 
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often finds that a good crop brings in a smaller return than a poor 
crop. Under these conditions, his tendency is to plant more, which 
raly accentuates the difficulty. It would hardly be an exaggeration to 
say that a major factor in the agricultural depression from 1919 to 1933 
was the combination of an inelastic market and low prices. On the 
contrary where, under noncompetitive circumstances, hi^ prices are 
conjoined with an elastic market, total production is bound to drop 
sharply. Such conditions contributed greatly to unemployment 
during the 1930’s. An extended discussion of these points, however, 
would be anticipating material treated at length in &e following chap- 
ters. At present, they serve to illustrate the practical value of what 
seems to be abstract and technical analysis. \i^en this analysis is ap- 
plied to concrete problems, it indicates certain acceptable lines of solu- 
tion. Thus, economic analysis would have warned of the folly of at- 
tempting price control without control of either production or con- 
sumption, depending on which was excessive or deficient at a given 
price. Crop control for an inelastic market for farm products or ration- 
ing for war time shortages are the only possible means of securing price 
stabilization. 


COMPETITIVE PRICE IN TERMS OF SUPPLY 
AND DEMAND 

Before embarking upon the study of the imperfect forms of compe- 
tition and of monopoly, a recapittJation of price theory under perfect 
and pure competition will be of value. The necessary refinement and 
detail demanded by accuracy may tend to obscure the broad perspec- 
tive of the subject and leave a certain perplexity or even confusion. It 
would be unfortunate were we to miss tihe forest for the trees in a 
subject which is the core of much important economic literature. 

The study of price is incidental to the fact that ours is an exchange 
economy. The modem tendency towards specialization and mass pro- 
duction emphasizes the importance of exchange, since none among us 
is self-sufficient. Yet, under our present economic system there must 
be some set of rules which govern these exchanges. Obviously we do 
not live under authoritarian governments which can set prices, nor do 
we as a general rule accept the system of price determination by cus- 
tom or by some regulatory body or commission. To a large extent our 
prices are determined by the very markets in which exchange takes 
place. The competition between sellers and buyers has a profound 
function in our economy. It determines the price of goods, &e quan- 
tity which will be exchanged, the albcation of resources to the pro- 



duction of various items, and the distribution of the ultimate product 
(through the money obtained by its sale) among the several producers 
who contributed to its existence. Competition is a great automatic 
regulatory force which directs the economy with a smoothness which 
belies the complexity of the actual mecha^sm of exchange. In these 
first three chapters of analysis, the underlying assumption has been that 
conditions of competition were present to a high degree, usually at least 
a close approximation of pure competition and occasionally an ap- 
proximation of perfect competition. The relative ease with which ex- 
amples were found testify Aat these assumptions mirror an important 
part of our economy, even though it is conceded that in other notable 
segments of our economic system imperfect competition and even 
monopoly obtain. 

The analysis of price determimtion under competition proceeded by 
degrees. At first, our consideration was directed to the existence of 
supply and demand schedules, or the varying amounts which would 
be bought or sold at differing prices. These schedules were taken for 
granted, with no effort made to explain the rmderlying reasons for 
their existence. By comparing these schedules it was noted that they 
tended to set an equilibrium price where the amount offered and the 
amount demanded equalled one another. Any deviation from this 
price, with supply and demand unchanged, tended to be self -corrective 
since it would leave an unsatisfied group of buyers or sellers who 
would act to redress the situation. If the price was too high, the amount 
supplied would exceed the amount demanded at that price, and die dis- 
appointed suppliers would tend to cut prices. If the price was too low, 
the amount demanded 'vould exceed the amount supplied, and the un- 
satisfied buyers would bid up the price. 

The next step was a study of the underlying forces which determined 
the supply and detnand schedules. In regard to supply, an important 
distinction was made between the short run and the long run, with the 
decisive difference being the ability or Inability to introduce new fac- 
tors of production. Ability to make adjustments constitutes the elas- 
ticity of a firm or industcy’s supply schedule, with more than pro- 
portionate adjustments of amount supplied to price change indicating 
a relatively elastic supply curve, and less than proportionate cliangcs 
characterizing a relatively inelastic supply curve. Supply in its turn is 
profoundly influenced by cost, which by definition indudues normal 
profit and the outlay for the various factors of production, such as 
labor, management, land, and the inputs of raw materials. The cost 
of these factors is determined by their best alternative use. Their use 
is directed by the effort to seaue ihe best proportions of factors. An- 



other variant is the relationship between fixed and variable costs. The 
sum of these two costs gives us total cost, and the sum of any of them 
divided by the total units produced afiords average costs in the several 
categories. In contradistinction to these average costs is marginal cost, 
or the cost of producing an additional unit. Marginal cost is very im- 
portant for price determination, since price normally equals marginal 
cost at the point where it equals the lowest average total cost. At that 
point a firm receives its highest net revenue, since any variation in 
either direction will raise total cost more than total revenue. Further- 
more, the concept of the margin now aids us in determining the best 
proportion of productive agents. We find that each agent adds to costs 
and to production. When the marginal productivity curve of a given 
series of agents intersects average productivity, we find the point of 
most efficient use. When marginal cost of an agent equals its marginal 
revenue, we obtain the highest net revenue from this type of agent 
The same procedure is applied to other factors and thus the best com- 
bination will be achieved. Marginal cost at this level will determine 
the supply offer of the firm. TIfis combined with the offers of other 
firms gives the supply schedule and supply curve of the industry. 

The supply considerations just summarized involved short-run con- 
ditions, where the only adjustment might be in the output of firms 
rather than in the capacity of the industry. In the long run, supply 
could change in adjustment to variations in demand, because of innova- 
tions and technological changes which would influence cost or because 
of changes in the cost of the productive agents. In making these ad- 
justments, industries may run into conditions of increasing, decreasing 
or constant cost. The shape of the marginal cost curve determines the 
ease of production adjustments which do not involve the entry or de- 
parture of firms in an industry, and the ease of entry or departure affects 
long-term adjustments which change the capacity of an industry. The 
ease of substitution of factors for one another also affects the elasticity 
of supply. Finally, the effects of the time factor and expectations in 
modifying present decisions in the light of the future were considered. 
If all these adjustments are made in a constant and orderly manner, 
we have a condition of dynamic equilibrium. Should these changes 
lead to the optimum use of resources and full utilization of the avail- 
able factors of production, we are in the stage of full employment 
This is the ideal both from the economic and the social points of view. 

The other element in determining price, demand, was then analyzed. 
Demand refers to amounts which will be bought at given prices. The 
sum of these amounts gives us the demand schedule and tibte demand 
curve. The demand curve is normally negative in slope, since demand 
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generally varies inversely with price. Demand itself can change be- 
cause of shifts in tastes, income, and similar factors. Underlying de- 
mand is utility, which affects demand as basically as costs affect supply. 
Further, the concept of diminishing physical productivity has its 
counterpart in diminishing utility, as additional units of a good ulti- 
mately yield decreasing amounts of utility. Utility, however, is not 
considered in abstraction, but in relation to price. An effort was made 
to illustrate various degrees of utility both absolutely and in relation to 
price. Moreover, not any or every utility is important from the view- 
point of price determination, but only weighted marginal utility, or the 
utility of an additional unit in view of a given price. 

Weighted marginal utility also has its law of diminishing returns. 
This, of course, is influenced by the fact that diminishing absolute 
utility affects the price which we would offer for an additional amount 
of a good. In studying the several demand curves, the phenomenon 
of dusticity is not^, with the presence or absence of proportionate 
change in demand to a change in price being the deciding factor. 
Necessary goods are usually inelastic in demand, while nonessentials 
tend to be elastic. The av^ability of substitutes also makes demand 
for a product elastic. In practice, the elasticity of the demand curve 
has important implications for several branches of our economy. In- 
elastic demand and low prices lead to a depressed industry. On the 
contrary, if prices can be kept high under these conditions, large profits 
can be made. Elastic demand and high prices, under conditious of 
imperfect competition, mean curtailed production and consequent un- 
employment. These illustrations serve to indicate some practical ap- 
plications of the concept of elasticity. 

The ensemble of forces analyzed in these chapters determine price 
in a fully competitive market and in turn have far-reaching effect upon 
demand and supply, and the underlying elements which constitute 
them. Even though much of our economy does not function under 
conditions of pure or perfect competition, a great deal of this analysis 
is still applicable to its operation. In other cases, modifications or re- 
statements may be necessary. The perfection of our analysis by in- 
clusion of imperfect competition and monopoly is tlie task of the 
chapter to follow. 
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C oiflEBirnoN JN THE high degree hitherto assumed does not pre- 
vail through large sections of the economy. Instead of a free 
mai'ket where a large number of suppliers and buyers vie with 
one anodier and thus set the price of a product, we find to a consider- 
able extent cotuUUcms of control on either side. The extremes of con- 
trol over the market are called monopoly and monopsony, referring to 
supply and demand respectively. Between the extreme of control and 
the area of complete freedom in the market, there exist many intermedi- 
ate conditions, known as imperfect competition, with such subheadings 
as monopolistic competition, nonprice competition, duopoly, oligopoly, 
and the like. With the description of these several modes of trade, it 
is possible to apply analysis to the entire field of actual economic life, 
and not merely confine the treatment to the extremes, while consider- 
ing intermediate positions merely as modifications or exceptions. 

The amenities of symmetry might indicate a gradual transition from 
competition to monopoly via the various modifying stages of control. 
Nevertheless, a more satisfactory approach is the immediate treatment 
of monopoly. In this way, we proceed at once to the principles which 
obtain when supply is controlled. Once these principles are clear, it 
is then easy to delineate the relative position of the intermediate phases. 
Less attention will be paid to limitations of competition in the field of 
demand. While control over demand does exist and can affect price 
in particular situations, it is not important enough to warrant a major 
portion of our study. The terminobgy used does recur in economic 
literature, however, so a brief consideration of the problem will not be 
out of place. 


MONOPOLY AND PRICE 

The ■word monopoly is often used in a loose and inaccurate sense. In 
the strict sense of the word, it applies only when the solleifs power 
over the product is absolute. He must be able at will eilher directly 
to fix the price of the good or to accomplish the same end indirectly by 
limiting the quantily which is sold, lids latter method nonnally, but 
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not necessarily, implies the power to limit the amount produced. It is 
conceivable that for some special reason the monopolist may be not 
able to restrict production or may not wi^ to do so, yet either by 
storing the commodity or even by destroying part of it could govern 
its supply to the market. An example might be an oil monopoly, such 
as the old Standard Oil Company, which might not find it feasible to 
cap certain wells, but which would store an excess when it threatens 
the price structure. Again, a government export monopoly in rubber 
or coffee could ration sales rigidly without attempting to control pro- 
duction. As a rule, however, the monopolist prefers to reduce produc- 
tion and equate supply to demand at his predetermined price. 

Monopoly power is absolute when there is no restraint on the part of 
consumers, potential competitors, or the state. The commodity in 
question must be virtually indispensable, with no real substitute avail- 
able. Such would be the case with electric power, telephone service 
or the mails. Any conceivable substitute is so iuferior that consumers 
would have to be prodded to an intolerable degree before they sought 
an alternative product. Nor would it be easy for any competitor to 
intervene under these circumstances. Those who have lived in states 
where there are two telephone systems know the trouble and incon- 
venience which this situation involves. We could hardly permit om* 
streets to be tom up every time a new electric company might decide 
to enter the field. Under these circumstances one firm controls the 
entire supply of the good under discussion. Normally, the result is 
state intervention to regulate the monopoly in the common interest. 
For strict monopoly, however, this possibility of state interference 
would also be absent 

For rigid monopoly, accordingly, there should be but one finn with 
a unique product and no potential competitors. In a less strict sense 
of the term, the word is used to denote any situation where control 
over output and price is absolute, even though this may be achieved 
by concerted agreement of several suppliers. An even looser use of 
the term involves the situation where a supplier or a group have such 
an appreciable control of a large portion of the supply that they are 
able to augment their profit by restricting output and raising price. At 
the risk of being arbitrary, in the subsequent discussion only the first 
sense will he used. It will not be difficult later to modify the con- 
clusions reached so that they will apply to any concrete situation. 

In computing monopoly price, the first step is to determine the cost 
schedules of the monopolist. Here we find little difference from the 
conditions previously discussed in treating competitive supply. The 
monopolist computes his marginal cost in the same manner as any other 
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supplier. For example, if the firm is dealing with a single agent of 
production, such as labor, it calculates the cost of each additional unit 
in terms of average variable and of marginal cost. Thus, if the addition 
of ten laborers in a rubber plantation in Malaya leads to a daily rise in 
variable costs of ten dollars and a rise in output of two hundred pounds 
of rubber, then the marginal cost of that additional group of laborers 
is five cents per pound produced. The only modification of our earlier 
analysis mi^t be the introduction of an element of imperfect compe- 
tition into the supply for this factor. This would lead to a steeper rise 
in the marginal cost curve. In the example used above, the first labor- 
ers hired might have been obtained for eighty cents a day, but as more 
were needed, a higher price was necessary to induce them to enter 
the plantation. 

The important schedule for the monopolist is the caladation of sales 
at a given price. If an electric power company, for instance, were to 
consider the reasonable range of its price per kilowatt hour as between 
seven and fifteen cents for domestic usage, it would plot the estimated 
use of electricity at each of the price levels between seven and fifteen 
cents. At a price less than seven cents, the company could not cover 
its variable costs at any level of output, and at a price over fifteen cents 
so many persons would go back to kerosene or buy Delco units that it 
would be foUy for the firm to attempt such an extortion. 

After determining probable use, the next step is to estimate the total 
revenue obtainable at a given price. This is done simply by multiplying 
unit price and quantity sold. If we subtract from this figure total cost 
at that level we get the net revenue obtained by selling at a stated 
price. Marginal cost can be obtained in the usual manner. Finally, 
marginal revenue is computed by dividing the increase in total revenue 
by the amount of units needed to bring about a given increase. It will 
be noted that in Table 9 the marginal line is conventionally one line 

TABLE 9. A MONOPOLIST’S SALES SCHEDULE 
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higher than the figures used to cximpute it. This is done to indicate 
that the marginal revenue (or cost) is not at either extreme of the 
range indicated, but lies somewhere in between. It will also be noted 
that the table stops at the point where marginal revenue and marginal 
cost have touched. From this point on marginal revenue will decline 
and marginal cost increase. 

With &e data now available, we can proceed to the study of how 
the monopolist sets his price. Here the first important point to realize 
is that he is able to fix a price. This is the basic difference between 
monopoly and competition. Under competition, the market sets the 
price for a flitn, in that each firm seeks to produce at its most efiScaent 
level, and only the efiBoient survive. The monopolist is able arbitrarily 
to set a price at various levels, and to adjust output to the amount 
demand^ at this predetermined price. Instead of trying to discover 
the most efScient stage of production, the firm under monopoly aims 
to find the most profitable point of output. At first sight, we might 
believe that greatest profit for a monopolist would derive from pro- 
duction at lowest cost, as is the case under competition. But this loses 
si^t of the point that under monopoly the amount produced affects 
price. At the stage of lowest average cost, the firm may discover that 
only a fairly low price would produce an equilibrium between the 
amount supplied and the amount demanded. Here a low rmit profit 
multiplied by hi^ output might afford a respectable profit, but not 
necessarily the maximum. Since it is assumed that all firms seek to 
maximize profits, it follows that the monopolist might well set his price 
at another level 

This ability to adjust production and fix prices explains why in 
Table 9 there was introduced a new calculation, that of mar^nal 
revenue. Marginal revenue is the additional income received from the 
sale of an added unit. From the sales or demand curve the monopolist 
can calculate the total revenue produced by sales at different levels of 
output. By noting the differences in total revenue at several levels of 
production, he can calculate the additional revenue to be attributed to 
successive marginal units. The plotting of these figures gives a mar- 
ginal revenue curve. This slopes downward, since the greater the 
amount supplied, the less will be the price which will remove it from 
the market. Ultimately the marginal cost curve will turn upward, as 
productivity declines. Accordingly, they are bound to intersect. It is 
at this point the monopolist sets his price. Obviously, it will not pay 
him to produce any further, since the cost of new units will then be 
greater than the revenue they produce. But it did pay him to produce 
up to tibds point, since each additional unit brought net revenue. The 
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sales price at that level of output, as calculated from the sales curve 
■wiH be the price set by the firm. (See Figure 8.) 

A competitive firm cannot act this way, since at the level just reached 
average costs may well be under the price set by the monopolist. Un- 
der these circumstances, the firm could be sure that a competitor 
would set a lower price as permitted by lower cost. This competition 
continues until each firm has readied its most efficient level. If, by 
chance, the amount supplied by all firms in an industry operating at 
their most efficient level is so great that it will be demanded only at 


3 ' 



B Competitiva Pnc9 

HGUBE 8. MONOPOLY PRICE 

a price less than the costs of production in most firms, tlic only remedy 
under competition is the adjusting of production by the bankniptcy or 
withdrawal of high-cost firms. In this way, the amount supplied and 
the amount demanded will be equal at a price which meets costs of 
production. Omversely, under competition, if the amount supplied 
at the most efficient level is so little diat the price needed to equate it 
with the amount demanded is higher than costs of production, this 
situation will be temporary. New capital wiU flow into this profitable 
industry. The amount supplied at the level of efficient production will 
then be equal to the amount demanded at lowest normal cost of pro- 
duction. AH this serves to illustrate the virtual helplessness or passivity 
of the competitive fibrm in contrast to the monopolist. 

To illuslrate this difference, we might imagine that a competitive 
industry by some chance became monopolist. We might assume diat 
through a licensing arrangement on a new and remarkably efficient 




machine for makiiig slices, the owner of die patent was able to fix the 
price of all shoes coining into a given market, say. New York Cily, 
The firm calculated that in a given line, sales might range from five 
to ten million pairs, depending upon price, which would vary from a 
high of fifteen to a low of five dollars. At fifteen dollars a pair, five 
million pairs could be sold, which would give a total revenue of 
seveaily-five million dollars. At five dollars a pair, ten million pairs 
would be sold, bringing fifty million dollars. It is obvious that be- 
tween the two extremes, the monopolist would prefer to produce only 
five million pairs of shoes. Being thorough, however, he docs not let 
the matter rest here, but calculates his position in the event that he 
decided to fix output at some intermediate level. He might find that 
he could sell ei^t million pairs of shoes at ten dollars a pair. Hie 
extra three million pairs would bring in only five million dollars addi- 
tional revenue, whereas the cost of that added production might be 
nine million dollars. Clearly, the ten dollar level is out. On the other 
hand, at fourteen dollars he could sell six million pairs. The marginal 
million pairs now brings nine million dollars revenue, whereas mar- 
ginal cost may be only four million. Evidently, this price is better 
than the fifteen dollar price. Perhaps he will end up selling seven 
million pairs at thirteen dollars each. 

Leaving aside the hypothetical case, in the actual shoe industry, 
which is competitive, price would be set at the point where the mar- 
ginal cost intersected the line of average total cost. Since in the illus- 
tration used above marginal cost at different levels ranged between 
three and four dollars, it would not be surprising if the competitive 
price were to he five dollars or less. While this example is arbitrary, 
history gives abundant reason to believe that frequently monopoly 
price is as excessive as it was in the case depicted above. 

The basic difference between a competitive industry and a monopoly 
is that the former of necessity seeks to sell all its output at the moat 
efficient level of production. That all its output will be taken can be 
seen from the very terms of the analysis of competitive production. It 
is assumed that the supply schedule is drawn up as a result of the offers 
of many firms operating at their most efficient level WTien demand sets 
price as a result of interaction vriih the supply curve, it is by definition 
adequate demand to take all that is offered at the price. Furthermore, 
long-run supply adjustment will see to it that practically all firms are 
operating at thdr most efficient level. Any firm which has higher costs 
as a result of producing beyond that level would make needed adjust- 
ments. A firm which is in the decreasing cost stage would have every 
incentive to increase production and lower costs, since the additional 
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production would not affect price, but would mean a greater net profit 
Hence under competition the greatest revenue over the long run is had 
where a firm is at its most efiBcient level. The only Umit to growth is 
the problem of rising costs once the best stage of production is reached. 
Widi monopoly, on the contrary, a given increase in volume may not 
bring a proportionate increase in revenue, since the output of the mo- 
nopolist has a definite effect upon price. To sell more, he must either 
bwer price or raise selling costs, thus adversely affecting revenue. 
Consequently he will not expand production beyond the point where 
marginal cost equals marginal revenue, even diough his average cost is 
still falling. In other terms, rmder competition demand is perfectly 
elastic at market price, whereas under monopoly demand is not com- 
pletely elastic at any given price. The result is that the stage of maxi- 
mum net revenue for the different types of firms is bound to be dif- 
ferent. 


THE PHOBLEMS OF MONOPOLY 

The method of calculating monopoly price enables us to dispel one 
common notion, namely, that the monopolist can recoup any e.xpenses 
by adding them on to his price. Thus, popular vwiters speak of firms 
accepting temporary losses so as to gain a victory over labor or to 
freeze out a potential competitor, with the assurance that these losses 
can be passed on to the public later through higher prices. But if the 
firm enjoying complete control has correctly calculated its position, 
higher prices would mean lower net revenue. Accordingly, when such 
a firm wages a strong fight to keep out a labor union, its purpose is to 
prevent one of its productive agents from acquiring a monopoly of Its 
output (input to the firm) and thus appropriating a higher share of 
the monopoly profit. Again, if this company accepts temporary losses 
so as to discourage a potential competitor, tihe purpose is to prevent a 
future situation which would lower the price below the most profitable 
level Once these preventive losses are incmred, they can be recouped 
only in the sense that abnormal profits vrill continue at the same level 
as before. A threat to their eristence has been removed. 

Much confusion over monopoly profit has arisen because the mo- 
nopolist himself often does not know the best level of otitput. Normally 
his costs cannot be computed except by trial and error. Under such 
conditions, the usual procedure is to keep prices high so long as they 
produce a good profit. It would be considered dangerous to lower 
them in order to test results at a higher level of output, since in prac- 
tice there mi^t be public clamor against the monopolist if he found it 
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flecessary to raise them again to a more profitable level. In the United 
States today, the possibihty o£ public regulation or prosecution must 
be kept in mind. Accordingly, monopolists try not to call public atten- 
tion to prices if it can be avoided. But frequent e5q)ei±nentation would 
create Ae very attention they are trying to avoid. An anomalous conse- 
quence of this is that sometimes a firm may be receiving low profits or 
losing money when a lower price would be more profitable. Such was 
the case with the railroads when they were forced to lower their passen- 
ger rates in, 1940,, and found the new rate more profitable than Ae old. 

When a monopolist is confronted with declining profits or when 
he wants to change the demand for his product, the normal procedure 
is to raise selling costs through advertising or other forms of sales 
promotion. If this procedure is successful, he can now sdl a higher 
output without changing his selling price. Since a monopolist normally 
has not reached the most efficient level of output, his average costs 
will decline vwth the increase in production, while his price remains 
unchanged. This will mean increased profits. His problem is to calcu- 
late the increase in total revenue which would result from increased 
sales at a stated price, and to subtract from this figure the cost of sales 
promotion. So long as the former total is greater than the latter, it 
might pay him to concentrate on expanding sales. Naturally, however, 
he will seek the level where the net increase in profits reaches a maxi- 
mum as a result of the sales campaign. Selling costs follow a law of 
diminishing returns in the same manner as do the agents of production. 
Obviously, when the marginal cost of promotion equals the marginal 
additional profit derived promotion, there is no point in further 
extending sales effiort In regard to the use of sales promotion, it must 
be noted that the subjective opinion of the monopolist is the controlling 
factor in the decision, Objectively it may be lhat price cuts mi^t be 
more desirable than sales promotion. Certainly the public interest 
would normally demand such a course. But to the monopolist the prime 
consideration is the safeguarding of profits and this usually means to 
him safeguarding the price of his product. 

Another method of increasing output without necessarily reducing 
all prices is the practice of price discrimination. This is the technique 
of selling different units to different customers, or even to the same 
customer, at several prices. Thus, the “cream” could be skimme d off 
the market with the highest price. Then, it is foimd that by increasing 
output, additional units could be sold at a lower price, provided the 
first market was not disturbed. This procedure is carried out in many 
ways. A well-known example is the varying of the price of electricity 
according to the amount used and the purpose for which it is used. In- 



dustrial consTjmers get better lates than residential users. The latter in 
turn might receive a preferential rate for heating and cooking, and also 
a reduction for general purpose use over a certain level. Such a prac- 
tice is feasible provided two conditions are present: first, the cost of 
the additional output must be less than its price; and secondly, there 
must be no possibility of resale. Obviously an electric power company 
could not permit a factory to resell current to homes, nor could it permit 
the use of its heating circuits in homes for general purpose utihzation 
of electricity. Another instance of price discrimination is the “dumping” 
of products in a foreign market. A publisher might sell cheap editions 
in England. A typewriter firm might find it worth while to lower prices 
so as to gain sales in France or Belgium. Under conditions of price 
discrimination, the usual objective is to obtain the same marginal 
revenue in each of the markets. At this stage there would be no reason 
to transfer from one market to another. Underlying this practice is the 
assumption that different demand curves exist in different markets. If 
the demand curves for industrial and residential use of electricity were 
the same, there would be no point in discriminating between them. 
But when markets are separate and demand is different, it is possible 
to have several rates of output at which marginal cost equals marginal 
revenue. 

The concept of marginal revenue governs the monopolist’s demand 
for the various agents of production. The worth of an additional unit 
of input is determined by the addition to the marginal revenue which 
this unit would effect Since the marginal revenue curve often declines 
rather steeply because of inelastic demand, it follows that the monopo- 
list's demand for productive agents is frequently inelastic. The cost 
of adding an agent would be greater than the increase in revenue, once 
the most profitable revenue level had been reached. A rise in the price 
of this agent means an increase in marginal costs and a consequent 
change of the point where marginal cost and marginal revenue inter- 
sect. This would lead to higher price and a curtailment of output. 
Reduction of output in turn means a decreased need for input and a 
resultant lesser use of the productive agent. If, however, this reduction 
were slight because of inelastic demand for the product, the effect upon 
the input would not be great. Under these circumstances, for example, 
labor could seek a higher wage without producing appreciable unem- 
ployment. 

Margioal revenue likewise governs a monopolist’s reaction to a fall in 
demand for his product Tto would call for a revision of his sales 
schedule. The sales curve would shift to the left, as would the marginal 
revenue curve. A new point of intersection with the marginal cost 
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curve would have to be found. As a rule the reaction would be a de- 
cline both in output and in price, with the attent of change depending 
upon the slope of the marginal cost curve. If the latter rises steeply, 
only a slight adjustment in output would be necessary before the most 
profitable level would be reached. When, however, the marginal cost 
changes only slightly with change in outpui^ a sharp reduction in out- 
put may be necessary to lower costs appreciably. Usually under these 
conditions, the reaction is rather an effort to intensity sales promo- 
tion. The theory would be that the decline in demand was due to a 
failure to push the product aggressively enough in the public mind. 

On the basis of the principles just stated, the effect of taxation upon 
a monopoly can be deuced. Generally speaking, a fixed tax will in- 
volve no change in monopoly price or output. Such would be a tax on 
profits, a franchise tax or a property tax. These costs would not affect 
either marginal cost or marginal revenue. On the other hand, a vari- 
able tax, such as a tax upon output, does add to the marginal cost of 
production. The result would be a decline in output and a rise in price. 
Accordingly, a tax of this sort is shifted to the consumer, whereas a fi.xed 
tax or a tax on profits is absorbed by the monopolist 

MONOPOLY IN THE LONG RUN 

Thus far in the discussion of monopoly, few allusions have been 
made to long- or short-run considerations. Such limitation is under- 
standable when the definition of long run is remembered. Ordinarily, 
long-run adjustments imply a change in supply tlirou^ the entry of 
new firms or the departure of old. Since strict monopoly by definition 
precludes the entry of a competitor, any such long-run adjustment 
would automatical^ change the terms of the study. It would no longer 
be monopoly, but duopoly or oligopoly. Nevertheless, in practice a 
monopolist cannot be completely insensible to the long-run problem. 
In the first place, any change in demand, or any sales devices which 
increase output, or any other technique, such as price discrimination, 
which leads to increased sales, necessarily involves a question of the 
optimum production unit. It may well be that the monopolist may ex- 
pand his plant. Conversely, a fall in demand could lead to the retiring 
of equipment and the scrapping of installations. 

A second long-run consideration for a monopolist is the possibility 
of greater elasticity of demand with the passage of time. In our original 
definidou, we precluded the consideration of substitutes. Yet, if mo- 
nopoly price is high for a prolonged period of time, there may be 
incentive for researcL People may leam to do without a product or 
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to malce something else serve the purpose. In our day, tor example, 
three goods, rubber, cotton, and silk, which had something of the 
monopolistic connected with their sale seem about to lose ground to 
substitutes. The rubber cartel has at times been ruthless in its price 
poh'cies; witii synthetic capacity at its present level, the day of e.xploita- 
tion for natural rubber consumers seems pa.st. Likewise, cotton has 
been made expensive tirrough political action; there is a definite possi- 
bility that rayon may invade its field. Finally, silk faces the competi- 
tion of nylon; the luxury product of old may be a beggar tomorrow. 
Accordingly, even where a firm has a monopoly, it mi^t be well ad- 
vised not to seek maximum revenue if this means a high price and 
restricted output. It may be that a lower price will lead to a high 
degree of consumption and still permit profits above normal. 

Again, a firm caimot always be sure that it can exclude competitors. 
Even the most solidly entrenched companies may eventually find their 
dominance threatened. It would be surprising, for example, if after 
this vsm- either aluminum or magnesium production were as closely 
controlled as they were before the war. In dl likelihood the Pan Amer- 
ican Airways system will also find competing lines entering much of 
the territory hitirerto reserved for its planes. An electrical utility system 
may find a neighboring publicly owned plant attempting to invade its 
province. Such was the position of Commonwealth and Southern when 
the Tennessee Valley Authority brought the reah'ty of cheap power to 
the South. The strong cartels in Sweden were challenged successfully 
by co-operatives. There is also the possibility of foreign competition 
in spite of artificial barriers to trade. All these considerations do not 
prove that monopolies are well behaved, but they do point to the vris- 
dom of moderation. 

Finally, the monopolist must consider the factor of public opinion. 
While consumers are notoriously unorganized, once they are aroused 
they can command appreciable power. They may take direct action 
through boycotts or they may attack the problem indirectly through 
political action. The whole panoply of legislation on the statute books 
directed against monopoly of one type or other shows the power of the 
slumbering giant. In Chapter II, we noted how profoundly this 
struggle ^ected the progress of American history. The fact that 
some of the great monopolists today, such as the electric power and 
the telephone industries, spend so much for good-wll advertising and 
even for political lobbying indicates their fear of an aroused public 
opinion. While lower prices might be a better inducement for increased 
consumption of electricity, the recurrent advertising campaigns indi- 
cate at least that the days of “take it or leave it” are gone. 
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Before concluding the discussion of absolute control over the market, 
a brief explanation of monopsony is in order. A monopsonist is the sole 
buyer of a product just as a monopolist is the sole seller. Such might 
be a single firm in a small town which is the only consimier of labor 
services. In this case, it would be possible to pay a smaller price for 
labor than would be true were it necessary to compete for these serv- 
ices. Because of ignorance and the practical difficulties of moving to 
another locality, workers may remain for a long time where they are 
underpaid. Eventually, many will move out and the monopsonist may 
find itself compelled to bid higher for the labor of those who remained. 
But such adjustments take time. Another victim of monopsony is the 
farmer who sells to a single distributor. Over an extended period he 
usually takes what he is ofl'ered. Here likewise the situation is not 
permanent. If the seller is exploited, he may band together with his 
neighbors into a marketing co-operative. Perhaps the basic reason for 
labor unions is the necessity of labor organization to prevent employer 
monopsony or oligopsony. Not only does monopsony usually produce 
a reaction, but the expansion of communications threatens the geo- 
graphical isolation or the state of ignorance which is often the basis of 
this type of exploitation. 

IMPERFECT COMPETITION 

While competitive and monopolistic industries have an important 
position in modem economic life, it is likely that most business activity 
falls into die intermediate position called imperfect competition. Here 
we have a type of competition which lacks the flexibility of both pure 
and perfect competition, but which also does not involve the absolute 
control which distinguishes monopoly. As we examine in detail the 
characteristics of this state, we find iW in almost every respect there 
is some modification of the conditions necessary for a competitive 
market. Instead of an open market where full information is available 
to buyers and sellers, there may be considerable obscurity about condi- 
tions. As far as possible, sales prices are kept secret. The composi- 
tion of commodities may also be considered restricted infonnation. 
Custom, convention, or the fear of reprisals may inhibit freedom of 
action. There may be formidable obstacles to the mobility of capital, 
either preventing 'entrance into the field or impeding departure. 
Every rfort will be made to differentiate products, so that substitution 
is discouraged. This permits different market prices for goods which 
are not too dissimilar in nature. Furthermore, sellers may be few in 
number. One may be of such a size that it is able to dominate the 
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field. When any or all of these conditions prevail, competition is 
definitely limited. Yet, none of these circumstances is such that mo- 
nopoly could be said to exist. 

There are many reasons for an imperfect market. For example, 
where transport costs are an important factor, local control over a 
market is possible to a limited degree. If there is only one producer 
in the locality, be would be able to charge more than the factory price 
of his nearest competitor. The amount of differential price would de- 
pend upon the cost of transporting the product from ffie next most 
favorably situated firm. Since this amomit is naturally limited, local 
“monopolies" must be circumspect in their price policies. Fiuther- 
moie, where the product is uniform, such as cement or steel, compari- 
sons are easily made. Gouging under such conditions would involve 
the risk of alienating public opinion and provoking reprisals. Never- 
theless, the tendency in the circumstances would be for the price to 
rise above the competitive level. Potential competitors would be likely 
to follow a similar policy, since they could gain nothing throu^ a 
lower price. The cement industry, mentioned, falls naturally into 
this pattern. As a result, the cliarge has often been made tbat prices 
in this industry are abnormally higL 

Ignorance on the part of consumers brings about a psychological 
isolation not too different from geographical isolation. Buyers so often 
are governed by force of habit that they prefer a special label or pur- 
diase from a particular store regardless of small price differentials, In 
almost any city, there are stores which cater to the higher income 
groups, the ordinary dovsmlown stores which appeal to the great mass 
of the public, and special low-price or cut-rate firms which seek the 
economy minded. Once a consumer develops a habit of patronizing 
one or other group exclusively, be is not bkdy to question particular 
prices. Thus, we have the occasional paradox of an excellent buy in 
the more exclusive stores (because of quality) and an overcharge in 
the cut-rate stores on certain items. A wealthy patron may get for one 
hundred dollars an overcoat of superb quality which wfil last him for 
ten years. His employee pays twenty-five dollars for a coat which is 
shoddy and worn after two years use. 

One of the best-known types of imperfect competition is called 
monopolistio competition. This situation obtains where there is prod- 
uct differentiation on the part of numerous sellers. None of the sellers 
needs control a major part of the commodity, yet each strives so to 
distinguish his product from others that buyers will hesitate to shift 
to a substitute because of price differences. Sli^t variations in compo- 
sition, special styles of packaging, and any quality which can be estab- 



luhed by sales appeal are often the only distinctive marks. An example 
of the triviality of some of these '\inique qualities” is found in the 
r^ort tiiat Lucky Strike cigarettes experienced a sales increase when 
the color of the package Ranged. It was a fortunate sacrifice for 
them when “Lucky Strike green went to war.” In regard to cigarettes, 
blindfold tests and conceded label tests show considerable inability 
on the part of smokers to pick their favorite brand by means of taste 
and smoking qualities. More distinctive are the various types of 
“kiispy, krunchy” breakfast foods. While all serve the same general 
purpose, there are differences in composition and taste. Yet, any major 
price change mi^t lead consumers to discover that great athletes 
might conceivably be developed by a rival food. The story is the same 
for tooffipaste, shaving cream, aspirin, vitamin pills, gasoUne, and 
countless other products. It would be an interesting experiment to 
catalogue the examples of monopolistic competition foimd in a single 
issue of a popular magazine or in a week’s output of evening radio 
programs from a major chain. 

From the viewpoint of the economist, the firm which has established 
product differentiation has something of the position of the monopolist. 
Its product is considered different from that of another firm. Insofar 
as this difference is identified wiflr a trademarked brand name or a 
patented process, the entry of competing firms is precluded. As a 
result, the sales curve of this firm is not perfectly elastic. Cutting its 
price will not bring it customers in. large numbers from competitors, 
nor will raising its price induce a mass exodus to a similar product. 
Generally speaking, the elasticity of its sales curve will depend upon 
the number and importance of the differences which it has established. 
It is hardly likely ^t a buyer will do without soap because a particu- 
larly favored floating variety is not to be had. On the other hanrl it 
is quite possible that a purchaser of reconditioned typewriters or used 
cars mi^t wait a considerable period until his dealer has the make he 
wants. Generally speaking, a producer attempts to make a good which 
is sufiSciently similar to existing goods that he can share the existing 
good will, hut differentiated enough to make his product unique in 
the minds of some consumers. Physical similarity and psychological 
difference seem to be the formula for success, since daring innovations 
have a high mcwtality rate and unadvertised commodities must run a 
severe competitive gauntlet. 

Because of the variety of conditions which fall under the heading of 
monopolistic competition, it is difficult to make generalizations in re- 
gard to price policy. An approximate statement of the situation would 
liken monopolistic competition to pure monopoly as far as shoit-nm 



price policies are concerned. The extent of the likeness will depend 
upon the de fini teness and importance of the difierentiation established. 
V^ere a product is considered to be really different in an important 
maimer, a quasi-monopoly is established. Under these circumstances, 
it will be possible for a film to act almost as a mouopolist, seeking to 
fix its price at the level where marginal cost and marginal revenue are 
equal. It will adjust production policies and, if the advantage persists 
for long, production capacity at a level which will assure it ma.\imum 
net revenue through production control. Nevertheless, in the long run 
it is unlikely that abnormal profits wUl persist. New firms will enter 
the market with a product which is suESciently similar to attract cus- 
tomers from the original company. This will lower tire sales curve of 
this latter firm. To sell as much as it did before it will be compelled 
to lower its price. It may try by sales promotion to hold its own, but 
this will serve to raise costs without permitting an increase in price. 
Thus, so long as freedom of entry and exit exists, it is unlikely that ab- 
normal profits will persist in the long run. This certainly is true of most 
instances where there are a large number of firms with no single firm 
outstanding. The differences upon which product differentiation is 
based are too tenuous to defy successful substitution. Price, sales, or 
quality competition are bound to make inroads upon an unusually 
profitable firm. 

Because profits tend to be normal in long-run monopolistic competi- 
tion, it does not follow lliereby that each firm is producing at its most 
efiSdent level. Such a situation is jrossible under competition only be- 
cause each firm can sell all its output at the level of lowest cost without 
fear of its effect upon price. But in the case of monopolistic competi- 
tion, there is always a limitation to the ammmt which can be sold at 
a given price. Any further increase in output would involve either a 
lower price or higher selling costs, both leading to declining net rev- 
enue. Thus, as a general rule these firms are operating under condi- 
tions of decreasing cost. Hence, the obj'ection to monopolistic competi- 
tion, from the viewpoint of economic effidency, is not abnormal profits 
but inefficient production. There are often more producers and higher 
prices than is the case under competition. Cigarettes would be 
cheaper if each fiim did not indulge in extensive selling costs in the 
effort to pudi its product. Milk would be less expensive if one dealer 
served an entire street instead of having five or six retracing the same 
route. Accordingly, monopolistic competition often has Ihe inelBdency 
which is sometimes associated with monopoly, without the profits some- 
times accruing to the latter. Conversely, many of the wastes attributed 
to competition really spring from monopolistic competition. 
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Except for the general statements made above, it is difiBcult to fonw^ 
late laws for an industry under monopolistic competition. Since every 
efEort is made to differentiate products, one can speak of an industry 
only in the loose sense. Where differences are shght and many firms 
are in the field, the industry effect will appro-vrinate that of pure com- 
petition. There will be more attempts at price competition and less 
reliance upon sales promotion. Here it will be more likely that firms 
will approximate their most efficient level of production and that price 
will be close to marginal cost at this level. On this basis, the low-cost 
firms are most likely to survive. On the other hand, where differentia- 
tions appear to be real and weighty, it is less accurate to speak of an 
industty situation. Here conditions are closer to modified monopoly 
than modified competition. Sales promotion and quality differences 
are the important weapons for these firms. Their main worry and 
the point which keeps ffiem from being monopolists is the possibility 
of substitution and the entry of new firms with products similar to that 
well establidbed. Hence their price policies are likely to be those of 
a fearful monopolist who is wonied lest an abuse of his power bring 
reprisals upon his head. Probably their prices are lower than would be 
the case had they achieved simple monopoly, yet higher than those of 
firms whose product differentiation is less solidly established. Thus, in 
practice we are likely to witness a variety of situations in prices and 
profits, ranging from strict monopoly and well-established monopolistic 
competition to a more precarious monopolistic competition and strict 
competition. In the first two cases, the poUdes of each type of firm 
are analogous though not identical, and in the latter cases each type 
of firm and industry policies has similarity but not identity. 

OLIGOPOLY 

Oligopoly is a form of imperfect competition which adds yet another 
division to the already numerous group occupying the ground between 
perfect competition and perfect monopoly. It obtains when sellers 
are few in number and any one of them is of such size that a change 
in his output will appredably affect the market price. Should there 
be only two sellers, condition is termed duopoly. The important 
feature of oligopoly is the fact that each seller must take into account 
the actions of his competitors. If he varies price and output, he realizes 
that this will in all likelihood provoke comparable changes by other 
firms. An underlying assumption in this analysis is the existence of a 
homogeneous product, so that substitution is complete and automatic 
once a price differential exists. For completeness of analysis, however, 

^ 205 ^ 



there will also be a mention of the special type of monopolistic compe- 
tition where a few sellers produce similar but differentiated products. 

In strict oligopoly, no firm can act independently. It must always 
take into account the reaction of its competitors. If, for example, the 
Aluminum Company of America were to indulge in an extensive and 
expensive advertising campaign for its product, there is every likeli- 
hood that there would be some immediate success. New consumers 
would be won to the use of aluminum and customers might be weaned 
from a competitor. The same would happen were this corporation to 
indulge in price cutting. But the success would be short lived. Pres- 
ently its main competitor would also initiate an advertising or 
price-cutting campaign. Probably producers of substitute products, 
such as magnesium, %ht steels, and plastics would likewise become 
more aggressive in their competition. Soon the market would settle 
into a new equilibrium, with no appreciable change from former posi- 
tions in the matter of allocation of sales. But the firm which started 
the “trouble” would find itself with lower revenue because of increased 
selling costs or lower prices. 

Under these conditions, a firm camiot have the comfortable assump- 
tions which prevailed under the other forms of monopoly or competi- 
tion. On the one Land, it cannot expand output until it reaches the 
point of most e£5dent production, since this mi^t involve a change 
in the price situation. On the other hand, it cannot construct a sales 
schedule with the same ease that obtains in the case of the monopolist. 
Its sales curve wiU depend considerably upon the policies of other 
firms, as can be seen from the example given above. Naturally, then, 
the Impulse towards collaboration be strong. Possibly the group 
may be willing to accept some powerful firm as the price leader. Thus, 
in the steel industry the tendency would be for all firms to accept the 
prices of the United States Steel Corporation. Under this “umbrella” 
all firms may compete by means of various forms of sales promotion, 
such as advertising, service, aggressive salesmanship, and the like. Or 
it might be feasible to carry program of collaboration still further 
by agreements to restrict output so as to maintain price. It would 
even be possible to have definite allocation of markets. The net result 
would be higher prices and probably higher profits than would be the 
case under competition. 

The price policies of oligopolists will depend largely upon their 
relative costs of production and shares of the market. I^ere there is 
variation In costs of production, it is likely that the low-cost firm will 
set the price at the level which would give it maximum net revenue. 
Even if this is lower than the price whi^ would be preferred by the 
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other £ims, there is little that they can do about it. Aggressive compe- 
tition on their part, either by sales promotion or by price cutting, could 
easily be met by the stronger finn. On the other hand, the probability 
is that they would still be making normal profits, since the favored 
company in seeking maidmum revenue would make more than normal 
profit. Even if they could not make normal profits, the low-cost firm 
could let them founder and thus strengthen its own grip upon the field. 
The chances are that it will not be too ruthless, lest their departure be 
an invitation for a more modem and efficient company to enter the field. 

Where firms have almost identical marginal costs and equal shares 
of the market, there will be no difficulty in regard to price. Each will 
be in the position of a monopolist, with the possibility of setting a price 
which will yield maximum revenue at the point where marginal rev- 
enue and marginal cost are equal. On the assumptions of the case, 
their sales, revenue, and cost curves will be about the same. Accord- 
ingly, they wfll arrive independently at the same price. This would 
not be the result, however, where the shares of the market were un- 
equal Such disparity would involve a difference in sales curves. Un- 
der these conditions, paradoxical as it may seem, it is probable that the 
weakest firm will set &e price. If the stronger firms were price leaders, 
it is likely that in seeking maximum revenue they would set a price 
which would restrict sales considerably. This would affect the weaker 
firm in a disproportionate manner, since it would leave it producmg at a 
level in its marginal cost curve where there would be considerable dis- 
parity between marginal cost and marginal revenue. The result would 
be price cutting by the weaker fiwn rmtQ it reached die point of most 
profitable production. The other firms would be compelled to meet 
this price, even though th^ did not obtain maximum profits. 

The theoretical analysis given above explains the divergence of 
policies in actual economic life. Where costs are unequal, it is natural 
to expect a program of price leadership, with the low-cost firm setting 
the price. Where they are equal, the expectation would be that a 
market-sharing program would be initiated. If this is not feasible, then 
occasional price wars will be the result, with the more established 
companies compelled to accept the price of the firm having an unequal 
share of the market. Even a casual knowledge of the history of Ameri- 
can industry will furnish abundant illustration of dus variety in policy. 

Long-run adjustments in oligopoly depend upon profits and ease of 
entry as regards new firms. If profits are well above normal, there will 
be a tendency for new firms to enter the field. Nevertheless, there may 
be special conditions which permit the long-term persistence of un- 
usual profits. If, for example, the oligopolists jointly control the raw 
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material for tibeir product, such as iron oie, they can exclude any new 
firm from the field. Again, the initial investment may be so high that 
capital hesitates to flow into the industry, since it may be uncertain 
whether or not added competition may make all the firms unprofitable. 
Since these conditions do obtain in many heavy industries, oligopoly 
and oligopolistic profits have been able to persist over considerable 
periods of time. 

A similar line of reasoning applies where oligopoly Is added to mo- 
nopolistic competition. Here we have product diffeienliation, but only 
a few sellers. Under these conditions, a firm is concerned not only wilh 
the possibility of product substitution, but also with tho reaction of its 
policies upon the other firms in the “industry.” The result normally is 
a nonaggressive price policy which will permit more than normal 
profits over long periods. It is felt that price cuts will bo mot by firms 
producing similar products and fliat difierentiation would not be 
enough to overcome the attraction of lower price. Such is the case 
with the automobile and typewriter industries. Each firm tends to have 
certain standardized price levels which are identical with tiiose of its 
competitors. Competition between them is normally along the lines 
of sales promotion, service, and attempts at emphasizing differentiation. 
Since entry into these industries is difficult, because of heavy invest- 
ment needed for equipment, sales and service facilities, and the like, 
they are relatively secure in more fhan normal profits. Furthermore, 
new capital may hesitate to enter lest shaiing the market reduce every 
firm to less than normal profits. Accordingly, under the.se special cir- 
cumstances it is possible to have monopolistic competition with both 
prices and profits above the level that would be set by pure compe- 
tition. 

The equilibrium reached in either monopolistic competition or oli- 
gopoly is rarely stable. Firms are constantly trying to encroach upon 
the otiiers’ market. In the former case, the preferred method is tlu’ongh 
sales promotion and emphasis upon quality and other differentiating 
marks. Once this procetdure has been initiated, it is almost impossible 
for a firm to desist from aggressive promotion. A firm which did not 
advertise woidd soon lose its market Fnrtliennore, theie is always the 
possibility of surreptitious price cutting. Thus, even though the auto- 
mobile firms may have stabilized wholesale prices, dealers may shade 
the price a little in the effort to make a sale. Typewriter salesmen may 
be generous in their allowances for models turned in or liberal in their 
application of special discounts. Secret price cutting, however, is more 
likely to characterize the dealings of oligopolies. Conce.ssions may be 
granted to favored buyers in any of a dozen ways. Publicly the price 
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is maintained, but quantity discoxmts inappropriately applied, absorp- 
tion of freight charges, special aDowances, and the like actually mean 
a price cut. This is one of the “evils” which constantly plague oligop- 
olists, until a periodical revival meeting is held and they all agree to 
reform. In some industries, firms “take the pledge for life” at least once 
a year. The extent of price cutting can be gathered by skimming 
through the various codes of fair competition established under the 
National Industrial Recovery Act. Indeed, it would hardly be an ex- 
aggeration to state that concern with price cutting was one of the 
major preoccupations of the industries framing the codes. 

hnperfect competition can also prevail between purchasers as well 
as sellers. Thus, an oligopoly may be the only buyer of a specialized 
product When a group of firms practically control the demand for an 
economic good, they are able to influence its price. In fact, it has been 
charged that some industries are practical overlords over their sub- 
contractors and subsidiary industries, dominating over the minutest 
details of their production and price policies. Obviously, when a firm 
or group of firms sells only to a resbdcted number of other firms, it 
coidd happen that they lose other markets and thus relapse into com- 
plete dependence. The oligopsony would be powerful enough to shift 
its demand elsewhere or even to build its own plants if it cared to do 
so. Hence the subsidiary must submit to prices and profits dictated by 
the purchaser of its product. Normally an oligopsony is nonaggressive 
in its price policies, preferring to keep the price of goods it purchases 
low, rather than bid them up through vigorous demand. All the tech- 
niques of agreements, market-sharing, and the like which were effec- 
tive in the selling policies of an oligopoly will be equally effective in 
the buying policies of an oligopsony. In this way, substantial control 
over s^ers is achieved. 


CONCLUSION 

In summary, then, the economic picture contains two extreme posi- 
tions and many intermediate stages. At one extreme there is pure or 
perfect competition. Here many sellers and buyers compete, with the 
foimer producing at their most profitable level and seeking a price 
that equals marginal cost at that level, and the latter governed by 
wei^ted marginal utility in their choice of purchases. At the other 
extreme there is the monopolist with his sales curve based on esti- 
mated sales at various price levels. The monopolist cannot of necessity 
produce at his most efficient level, since in his case tire level of output 
is bound to affect price. His price is set at the point of maximum rev- 
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enue, where margmal revenue and cost are equal. Between these ex- 
tremes is found monopolistic competition and oligopoly, which share 
the position of the monopolist, subject to the limitations of substitution, 
entry of new firms, and possible reaction of other firms in the field. 

The treatment of price has been of necessity complex, inasmuch as 
it reflects an economic system which is intricate and variegated. Any 
simpto approach to the matter would inevitably be unreal, for it would 
depend upon assumptions which are rarely approached in practice. 
Such indeed has been the reproach leveled in the past at economic 
analysis, that it constructed hypothetical laws upon unrealistic assump- 
tions. Certainly there would be merit in this complaint, if the entirety 
of economic analysis were to consist of a plea for perfect competition 
and a delineation of the results which would follow upon this happy 
state. Fortunately, economists reacted to criticism by perfecting the 
instruments of analysis, not by abandoning the attempt to discover law 
in the midst of thousands of concrete situations. Witih the study of 
monopoly and imperfect competition, the broad outlines of the field 
have been covered. There stUl remains a great province for further 
study. Important segments have been barely toudbed. But at least 
the trend is in the right direction. On the one hand, theoretical econ- 
omists have developed their formulations until they approach closely 
to reality. On the othmr hand, research students have constantly en- 
larged the body of factual knowledge upon which theory can be based 
and to which it can be applied. As this tendency grows, the unfortu- 
nate breach between theory and practice, and between principles and 
problems, can be narrowed and ultimately filled. 

The remaining chapters of the book, including the discussion of al- 
ternative socioeconomic systems, will treat of the practical application 
of the principles just analyzed. The following chapter will attempt to 
visualize the different dieoretical situations in their concrete applica- 
tion in modem American industry. Then, an appraisal of these con- 
ditions from the viewpoint of their social effects will be offered. These 
general considerations will be followed by specific apphcation to con- 
crete fields of activity, such as interaationil trade, agriculture, con- 
sumer problems, and public utilities. Next problems of long-term equi- 
librium, such as those dealing with economic expansion, monetary 
policy, and business cycle policy, wiU be analyzed. Finally, problems 
generally associated with the distributive function of exchange will be 
treated. This involves the discussion of taxation, rent, interest, profits, 
and labor. In all this treatment, the ideal sought will he a comhinatioa 
of realistic analysis with well-balanced description of the entire eco- 
nomic and social milieu in which these problems occur. Economic law 
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applies equally to alternative socioeconouiic systems. Sodalism, for 
example, must also face the problem of the best use of resources and 
the exchange of goods. Accordingly, economic theory can be said to 
be practical in the best sense of the word. 

A practical illustration of the points just made vinll be had in Eng- 
land imder the program of socialization promised by the Labour Gov- 
ernment. Thus, for example, if the coal and steel industries are nation- 
alized, there still remains the problem of decreasing costs and increas- 
ing their production. The fact that these industries lack modem equip- 
ment and the most eflScient mediods cannot be waived aside by a 
change in government. If they are to compete on a free world market, 
they must lower costs by eflBdent, low-cost production. Of course, it is 
always possible for a government to practice price discriminatioD and 
dumping, by charging only variable costs in world trade and leaving 
the domestic market to absorb the fixed charges. Possibly such a prac- 
tice could be defended when imports are vitally needed and can be 
paid for only by such means. Nevertheless, sudi desperate measures 
merely permit a nation to hold on, they do not raise standards of living. 
Only an increase in productivity can bring about real betterment It 
may be that economic planning can effectuate such an increase in pro- 
ductivity, but modernization and effidenry programs should also be 
included in this planning. Then with increased production, sodalism 
can show whether it can bring about better distribution than was the 
case under capitalism. 
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t^me^ioan 


I N THE course of the theoretical study of price situations, occasional 
allusions by way of example were made to existing American con- 
ditions. A more thorough illustration of theory in terms of actual 
practice is needed, however, so that the concrete importance of price 
policies will be realized. Once the general principles are mastered and 
recognized in their concrete manifestations, the way will be prepared 
for a consideration of the social implications of the price stnictnre. 
This material will complete the general study of price and permit sub- 
sequent treatment of more specific illustrations taken from various 
basic fields of economic activity. Accordingly, the present chapter 
will be devoted to a treatment of American economic life, as it mani- 
fests itself through price characteristics. The following chapter will 
draw general conclusions as to the most suitable practical attitudes 
towards price, in the effort to promote general public welfare. 


INDICATIONS OF COMPETITION AND MONOPOLY 

Any attempt to portray the many price policies obtaining in current 
American conditions demands heroic condensation. The field itself is 
immense, and the literature describing it hardly less so. Arbitrary de- 
cisions as to order of treatment, inclusion, and exclusion are inevitable. 
In this chapter the presentation will follow to a large degree the excel- 
lent monograph, CompetUion and Monopoly in American Industry, 
prepared by Clair Wilcox for the Temporary National Economic Com- 
mittee.^ TWs work sums up the extensive research material gathered 

1 TNEC monograph 21. Tlie otlier general monograph on price, Price hehmior 
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(McCiaw-Ebll), and W. Hamiltou and others, Price and Price Policies (Mt^lraw- 
Hill). 



for TNEC in a maimer which best harmonizes with the theoretical 
study of the preceding chapters. 

It is not easy to determine in particular cases whether or not compe- 
tition is substantial. Any geneial rules laid down as indications of 
monopolistic intrusions are subject to major exceptions. Thus, price 
uniformity can obtain even where there is considerable competition, 
while oligopolists occasionally indulge in price cutting and even price 
wars. Price inflexibility is often considered a sign of substantial control 
of the market, yet custom often leads to unchanging prices conjoined 
with real competition. Unused productive capacity could result from 
curtailment of output in the effort to sustain prices, but it could also 
be characteristic of a decHning competitive industry, faced with de- 
creasing demand. On the odier hand, monopolistic industries may ex- 
pand output in order to obtain the economies of large-scale production. 
Again, the rate of profits gives no infallible assurance of monopoly or 
competition, since the former is sometimes unprofitable and the latter 
not infrequently has hi^ temporary profits. The same reasoning ap- 
plies to other so-called symptoms of monopoly. The number of firms, 
frequency of entrance into and exit pom an industry, and the like are 
not by themselves sure indications of the price structure obtaining in 
a given field. 

The problem is not necessarily solved by using a combination of the 
above guides, although the probability of exceptions is lessened when 
many signs of control are present. It is safe to say, however, that where 
these restraining factors are absent, a high degree of competition is to 
be expected. Where prices vary frequently between firms and over 
periods of time, where the volume of production is maintained at the 
onset of a depression, where productive capacity is largely utilized 
during all phases of the business cycle, and where profits are moderate 
and entry and exit of firms is frequent, there is every likelihood of 
competition in an effective manner.® 

An important indication that some degree of price control is prob- 
able is given by the high degree of concentration obtaining in many 
industries. The data on concentration of assets, income, employment, 
and output, noted in Chapter V, afford a presumption of ability to 
conbol prices. Identity of bids on government contracts, concerned 
with numerous commodities over long periods of time, can hardly be 
attributed either to competition or coincidence. The fact that price 
rigidity over extended intervals, including both prosperity and depres- 
sion, is found in over fifty important products is not without signifi- 
cance. Where prices hold in the face of declining demand and increas- 
Adapted from C. Wilcox, op. ait., p. 20. 
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